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Objects of the Society 


“To cultivate, promote and disseminate knowledge and 
information concerning accountancy and subjects re- 
lated thereto ; to establish and maintain high standards of 
integrity, honor and character among certified public ac- 
countants ; to furnish information regarding accountancy 
and the practice and methods thereof to its members, and 
to other persons interested therein, and to the general 
public ; to protect the interests of its members and of the 
general public with respect to the practice of account- 
ancy ; to promote reforms in the law ; to provide lectures, 
and to cause the publication of articles, relating to 
accountancy and the practice and methods thereof; to 
correspond and hold relations with other organizations 
of accountants, both within and without the United States 
of America ; to establish and maintain a library, and read- 
ing rooms, meeting rooms and social rooms for the use 
of its members ; to proniote social intercourse among its 
own members and between its own members and the 
meimbers of other organizations of accountants and other 
persons interested in accountancy or related subjects; 
and to do any and all things which shall be lawful and 
appropriate in furtherance of any of the purposes here- 
inbefore expressed.” 


—From the Certificate of Incorporation. 
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Calendar of Events 


December 8—Regular Meeting of 
the Board of Directors. 

December 12—7:45 P. M.—Society 
Meeting — Subject: State Taxa- 
tion—Location: Waldorf-Astoria 
Hotel, Lexington Avenue at 49th 
Street, New York City. 

January 5—Regular Monthly Meet- 
ing of the Board of Directors. 

January 9—7:45 P. M.— Society 
Meeting — Subject: Real Estate 
Accounting under the direction of 
the Committee on Real Estate 
Accounting. Location: Waldorf- 
Astoria Hotel, Lexington Avenue 
at 49th Street, New York City. 


State Taxation Topic for Discussion 
at December Meeting 


The regular monthly meeting of 
the Society, constituting the second 
part of the tax forum, on the sub- 
ject of State Taxation was held on 
Monday, December 12, 1938, in the 
Starlight Roof of the Waldorf-Astoria 
Hotel, at 7:45 P. M. 

Three papers on the subject of 
state taxation were delivered by 
members of the Committee on State 
Taxation and are printed in this 
issue. A discussion period followed 
the presentation of the papers. 

The program was of interest and 
value to all members of the Society. 


New Jersey Society Opens Office 


The Committee on Administrative 
Headquarters of the New Jersey 
Society of Certified Public Account- 
ants has announced the opening of 
a permanent office of the Society in 
the National Newark Building, 744 
Broad Street, Newark, N. J., with 
a full-time assistant secretary in 
charge. 

The Society is to be congratulated 


on its establishment of permanent 
headquarters. 


1939 Directory of Members 


The annual Directory of Members 
of which over five thousand copies 
are distributed among bankers, 
credit men and business concerns, 
will go to press on December 15th. 

The Secretary has requested mem- 
bers to submit any change for listing 
in the Directory of Members and to 
advise the office of residence address 
for the records of the Society. 

Members should advise the So- 
ciety’s office of any change in resi- 
dence or business addresses or firm 
connections as soon as possible after 
such change occurs as it is important 
that the records of members be kept 
up-to-date both for the Society’s in- 
formation and in the answering of 
inquiries from banks and_ other 
sources. 


Marked Increase in Activities 
by Committees 


The records of the Society show 
that there has been an increase in 
meetings and general activities by 
committees of the Society. Eighty- 
seven meetings have been held since 
the appointment of Committees by 
the President following the annual 
meeting in May. 

In the year 1936 covering the same 
period, twenty-seven meetings are 
recorded. During the year 1937, 
forty-six meetings are recorded. 

It is anticipated that at the end of 
the Society’s year in May, over two 
hundred meetings will be recorded 
for the committees. 

Increased committee activity is an 
indication of active interest by mem- 
bers in furthering the purposes of 
the Society and thus increasing its 
value to the members and to the 
profession. 
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Rochester Chapter Celebrates 
Fifth Birthday 


The Rochester Chapter celebrated 
its fifth birthday in connection with 
its regular monthly meeting held 
November 15 at the University Club. 
Special events of the evening in- 
cluded a birthday cake with candles 
and a musical program presented by 
members of the Chapter. Wentworth 
F. Gantt, Assistant to the President 
of the Society, spoke briefly on 
several matters of importance to the 
Chapter. 

The Chapter was organized No- 
vember 16, 1933, by eleven charter 
members, who elected Carl D. 
Thomy President. Presidents since 
that time have been Sanford G. 
Slocum and Glenn O. Williams. The 
present membership is twenty-four, 
and officers for the current year are 
Ralph S. Good, President ; Robert T. 
Morrow, Vice-President ; T. Harlow 
Andrews, Secretary; and Herman 
A. Miller, Treasurer. 

Regular activities of the Chapter 
consist of: 

(a) Monthly dinner meetings with 
the presentation of a paper on some 
accounting subject, also general dis- 
cussion and business. 

(b) Noon-day round table forums 
each Monday with a twenty minute 
talk by one of the members, followed 
by a question period. 

(c) Participation in the annual 
regional Chapter conference. 


Special joint meetings have been 
held with business men or other or- 
ganizations of the community for 
discussion of mutual problems. Two 
such meetings have been sponsored 
by the Chapter, to which the mem- 
bers have invited clients and busi- 
ness acquaintances to hear speakers 
of note. 

The present officers of the Chapter 
are stressing activity of committees 
to improve the local standing of the 
C.P.A. and bring the members into 


closer contact for their mutual benefit. 


November Meeting 


The November meeting of the So- 
ciety held on November 21st at the 
Hotel Waldorf-Astoria, as a part of 
the tax forum, on the subject of 
Federal Taxation was perhaps the 
most interesting and well attended 
tax meeting ever held by the Society. 
Nine hundred and seventy-five mem- 
bers and guests were present at the 
evening session and five hundred 
and fifty members and guests were 
present at the afternoon session. 

Papers presented by members of 
the Committee on Federal Taxation 
are included in this issue. 


Second Series of Round Table 
Forums Complete 


The round table forum on the sub- 
ject of Intangible Assets held on No- 
vember 30th, completed the second 
series of forums held during October 
and November. 

The six meetings held in this 
series were for members only and 
were attended by over five hundred 
members. Material from these meet- 
ings is being prepared for this pub- 
lication and will be printed at the 
first opportunity. 

The success of these meetings 
proves their need and it is planned 
to continue these forums in the 
Spring. Members will be advised 
well in advance of the subjects to 
be covered at the forums. 


Special Forum Held on New York 
Unemployment Insurance Laws 


The Committee on Social Security 
of the Society conducted a forum 
meeting of the members of the 
Society to consider proposals for the 
amendment of the Unemployment 
Insurance Law of the State of New 
York on November 28th at the Hotel 
Woodstock. 

Members appeared to express 
their views or to offer recommenda- 
tions and proposals for consideration 
of the Committee to be used as a 
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basis for the Committee’s proposals 
to the New York State Unemploy- 
ment Insurance Advisory Council 
after approval by the Board of 
Directors. 

Many members attended and the 
forum and a number of memoranda 
were submitted. 


Society Employment Service 


Many members of the Society are 
taking advantage of the employment 
service sponsored by the Committee 
on Employment. This service is free 
both to the employer and to the em- 
ployee. Many good men are avail- 


able through this service and mem- 
bers are urged to notify the office of 
their needs as soon as possible. 


Please state the type of men you 
desire whether the positions are per- 
manent or temporary, experience re- 
quired and any other information 
which will help in selecting men to 
send you for interview. While 
promises cannot be made to fill calls 
in every instance, it is * possible, 
almost always, to do so, and suggest 
that you list your requirements regu- 
larly at the office. An active file of 
applicants is maintained and excep- 
tionally good men register with the 
Committee from time to time. 


Editorial Reprinted from the December Issue of “The Journal of 
Accountancy” of the American Institute of Accountants 


A Forward Step in Tax Administration 


The office of the comptroller of the 
city of New York has announced that 
henceforth tax returns bearing the 
certificates of certified public ac- 
countants will be accepted by the 
city tax authorities as factually cor- 
rect without further investigation. 
New York thus becomes the second 
government authority in this coun- 
try which, to our knowledge, has 
adopted the policy of reliance upon 
independently audited tax returns. 
(Regulations issued in 1934 under 
the Indiana gross-income-tax act pro- 
vide that “whenever a taxpayer files 
a return accompanied by a certificate 
of a certified public accountant .. . 
such return may be accepted by the 
gross-income-tax division as correct 
without further audit of the taxpay- 
er’s books.’”’) The New York plan is 
to be modeled upon the British sys- 
tem of tax administration, which we 
reviewed editorially in the October 
issue. 

In announcing the new policy at a 
meeting of the New York State 
Society of Certified Public Account- 


ants, Joseph M. Cunningham, deputy 
comptroller, declared that he ex- 
pected the plan to help the city, to 
benefit the certified public account- 
ant, and to relieve the taxpayer of a 
heavy and unnecessary burden. 

He said, in part: 


“As I have personally observed, 
the success of the simple method of 
administration worked out in Eng- 
land is primarily based on the pride 
which British accountants take in 
the accuracy of their statements. 
There cannot be the slightest ques- 
tion that the certified public account- 
ant of New York takes any less pride 
in his accuracy than the chartered 
accountant . . . I believe, therefore, 
that the basis exists for working out 
a simple method of administering 
relief taxes in New York. 

“Under the present system of op- 
eration, we do not receive certified 
statements from the certified public 
accountant supporting the tax re- 
turns of the taxpayer. There is no 
reason, however, that this cannot be 
done. { am speaking now only of 
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statements of fact. Ifa certified pub- 
lic accountant in whom the city has 
confidence certifies a certain state- 
ment of facts, including the amounts 
involved, I am prepared to accept 
those facts as certified. I do not 
mean that our accountants will not 
raise questions of principle or that 
they will not ask for additional in- 
formation certified by the certified 
public aceountant. I do mean that 
we, as administrators, will confine 
ourselves to a consideration of prin- 
ciples with the taxpayer or his repre- 
sentative, based on certified support- 
ing data of the certified public ac- 
countant, and I see great possibilities 
in working this out. Questions of 
principle between us can certainly 
be settled by negotiation rather than 
lawsuits, if we have mutual confi- 
dence.” 


What can be accomplished by this 
new approach? 

We agree with Mr. Cunningham 
in his estimate that, 

For the city, the cost of tax ad- 
ministration will be reduced, many 
long controversies with taxpayers 
will be avoided, and the collection 
of revenue will be hastened; 

For the certified public accountant, 
a new field for service will beopened ; 

For the taxpayer, there will be re- 
duction of the heavy burden of inter- 
est and penalty assessments and of 
the cost of hearings and legal pro- 
ceedings, and the assurance that his 
tax liability will be more promptly 
determined. 

We firmly believe that this will 
prove to be a wise and economical 
measure, worthy of emulation by 
other taxing authorities. 





ELECTIONS 











The following is a list of associate 
members advanced to membership, 
members and associate members 
elected to membership in the Society 
at a meeting of the Board of Direc- 
tors held on November 10, 1938. 


Advanced to Membership 


Seymour S. Berdon, 1450 Broadway, 

With David Berdon & Co. 

Glenn A. Butler, 92 Liberty Street, 

With Chambellan, Berger & Welti. 

Leon M. Chaikin, 415 Lexington Avenue, 

Of Chaikin & Donner. 

Harry Cohen, 413 West 14th Street, 

With Henry Kelly & Son, Inc. 
Robert L. Dickson, 90 Broad Street, 

With Lybrand, Ross Bros. & Montgomery. 
Thomas V. Egan, 41 Convent Avenue. 
Samuel Friedman, 450 Seventh Avenue, 

With A. L. Eolis & Associates. 

Herman J. Jaeger, 56 Pine Street, 

With Price, Waterhouse & Co. 

Daniel Joseph, 435 Brisbane Bldg., Buffalo. 
Walter H. Kamp, 630 Fifth Avenue, 
With Bristol-Myers Company. 


Herbert J. Kraus, 302 First Trust & Deposit 
Bldg., Syracuse, 

With Hurdman & Cranstoun. 

Frederick William Ludemann, 67 Broad 
Street, 

With Haskins & Sells. 

Vincent Harris Maloney, 80 Broad Street, 

With Loomis, Suffern & Fernald. 

Oliver May, 1710 Packard Bldg., Phila., Pa., 

With Price, Waterhouse & Co. 

James McKinlay, 80 Maiden Lane, 

With Touche, Niven & Co. 

Arthur Michaels, 80 Maiden Lane, 

With Touche, Niven & Co. 

Albert E. Miller, 18 East 48th Street, 

With Harris, Kerr, Forster & Company. 
Herman Albert Miller, 220 West 42nd Street, 
Howard Wesley Miller, 230 Park Avenue, 

With Oxford Paper Co. 

Wallace A. Mitchell, 119 Main Street, 
Rochester, 

With Wilson, Shults & Co. 

William Grover Muller, 1 Cedar Street, 

With Arthur Young & Co. 

Mitchell Frank Munder, 55 West 44th Street. 
Edgar Eugene Murphy, 67 Wall Street, 
With C. D. Giles & Co. 
Joseph H. Newberger, 38 Park Row, 
Of Samuel Newberger & Co. 
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Elections 


Robert Lee Smith, Lafayette Bldg., Buffalo, 


With J. D. Elliott & Company. 
Joseph Treiser, 475 Fifth Avenue, 
Of Joseph Getz & Co. 
John Truempy, 2nd, 18 East 48th Street, 
With Harris, Kerr, Forster & Company. 
Martin J. Wang, 19 West 44th Street, 
Of Margold, Ersken & Wang. 


Membership 


William LeRoy Ashbaugh, 56 Pine Street, 
With Price, Waterhouse & Co. 
John Edward Auchmoody, 56 Pine Street, 
With Price, Waterhouse & Co. 
Harold H. Belsky, 1501 Broadway, 
With Louis Sturz & Co. 
Joseph J. Bloom, 521 Fifth Avenue, 
With Eisner & Lubin. 
Roger Boulogne, Paris, France, 
Of Touche, Niven & Co. 
Anthony M. Bracco, 521 Fifth Avenue, 
With Eisner & Lubin. 
Edwin F. Chinlund, 67 Wall Street, 
Of Arthur Andersen & Co. 
Thomas J. Cogan, 90 Broad Street, 
With Lybrand, Ross Bros & Montgomery. 
Donald G. Colquhoun, 90 Broad Street, 
With Lybrand, Ross Bros. & Montgomery. 
Sidney Fersten, 95 Madison Avenue, 
Of David Joseph & Co. 
Sanford Leonard Fisher, 410 M & T Bldg., 
Buffalo, 
With Meech, Harmon, Lytle & Blackmore. 
Robert Garnett Franklin, 56 Pine Street, 
With Price, Waterhouse & Co. 
Lester Juda Goldman, 29 Broadway. 
Gilbert Edwin Harris, 1501 Broadway, 
With Metropolitan Playhouses, Inc. 
George Kent, 118 Main Street, Tarrytown, 
Of Greller & Co. 
Oscar Kiinelman, 551 Fifth Avenue, 
David E. Klein, 1440 Broadway. 
Jacob Klein, 300 Madison Avenue, 
Of Jacob Klein and Company. 
Otto Lang, 302 Broadway, 
Of Lang and Wolfson. 
Herbert H. Lederman, 23 West 43rd Street, 
Of Winters, Picard & Lederman. 
Edward F. McCormack, 350 Madison Ave., 
With Hurdman & Cranstoun. 
Charles Edward Miller, 165 Broadway, 
With Charles K. Etherington Co. 
Emanuel Pokart, 274 Madison Avenue, 
Of Rashba & Rosen. 
Julius H. Scher, 401 Broadway, 
With Max J. Walker. 
William John von Minden, 274 Madison 
Avenue. 
George W. Vroom, Jr., 31 Nassau Street, 
With Eppler & Company. 
Arnold Wolfson, 302 Broadway, 
Of Lang and Wolfson. 
Louis Arie Wynhoff, 56 Pine Street, 
With Price, Waterhouse & Co. 


Associate Membership 


Jay Simon Baumann, 51 East 42nd Street, 

With S. J. Levenson. 

Martin Behrens, 215 East 149th Street, 

Of Behrens & Licker. 

William Bendix, 902 Broadway, 

With Dept. of Welfare, City of New York. 
Harold S. Benjamin, 270 Broadway, 

With Janis & Bruell. 

Kermit J. Berylson, 80 Broad Street, 
With Seidman & Seidman. 
John J. Borghi, 60 Wall Street, 
With The Alexander Publishing Co., Inc. 
George William Brunner, 112 Duane Street, 

With John Boyle & Company, Inc. 

Donald Frederic Carroll, 22 East 40th Street, 

With Haskins & Sells. 

Emory J. Chapla, 65 Broadway, 

With American Express Co. 

Harold Steward Conklin, Jr., 56 Pine Street, 

With Price, Waterhouse & Co. 

Arthur Frank Cooper, 414 Syracuse Bldg., 
Syracuse, 
With Scovell, Wellington & Co. 
Alexander Blaikie Dick, 115 W. Dominick 
Street, Rome. 
Isidore Dunst, 521 Fifth Avenue, 
With Eisner & Lubin. 
Bernard Eisen, 175 Fifth Avenue. 
William Maurice Ely, Phoenix, 

With Loomis Lumber Company, Inc. 
Herman S. Entin, 226 East 12th Street. 
Simon D. Feigin, 131 Spring Street, 

With City of New York, Dept. of Finance. 
Isidore Feldman, 25 West 43rd Street, 

With Nathan Berman. 

Edward A. Flamm, 151 West 40th Street, 

With Milton E. Nemerow & Co. 

Erwin O. Gerhardt, 90 Broad Street, 

With Lybrand, Ross Bros. & Montgomery. 
Samuel Jay Grabel, 154 East 95th Street, 

Brooklyn. 
Michael E. Harris, 19 Rector Street, 

With General Milk Company, Inc. 
Howard Leslie Hart, 777 Mt. Read Blvd., 

Rochester, 

With Harold H. Clapp, Inc. 

William Charles Hawkins, 598 Madison 
Avenue, 

With John J. Donohue. 

Edward C. Holmes, 125 N. Main Street, 
Port Chester, 

With Dusenbury & Hogenauer. 

Frederick Nelson Jones, Washington, D. C., 

With Securities and Exchange Commission. 
Murray M. Kolker, 3 West 16th Street, 

Of M. M. Kolker & Co. 

Walter C. Kronke, 30 Rockefeller Plaza, 

With Gas Companies Incorporated. 
Edward M. Lausted, 410 M. & T. Bldg., 

Buffalo, 

With Meech, Harmon, Lytle & Blackmore. 
James Francis Leach, 60 East 42nd Street, 

With Air Reduction Co., Inc. 

Louis Lerner, 702 Ashford Street, Brooklyn. 
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Sam Levy, 150 Nassau Street, 
Of Steinberg & Levy. 

James Kenneth Loughry, 90 Broad Street, 
With Lybrand, Ross Bros. & Montgomery. 

Joseph Daniel McCall, 31 Union Square, 
With Richardson & Richardson. 

Walter McAllister McIntyre, 56 Pine Street, 
With Price, Waterhouse & Co. 

Hugh Montell McNeill, 56 Pine Street, 
With Price, Waterhouse & Co. 

Stewart B. Meding, 56 Pine Street, 
With Price, Waterhouse & Co. 

Frederick William Messner, Jr., 22 East 

40th Street, 

With Haskins & Sells. 

Robert Nathan, 19 Rector Street, 
With Appel & Brach. 

Hubert Bernard O’Donnell, 141 Broadway, 
With Milton M. Goldman. 

Harold John Olson, 90 Broad Street, 
With Lybrand, Ross Bros. & Montgomery. 

Isidore Perrick, 19 West 44th Street, 
With Margold, Ersken & Wang. 

Henry Pilch, 111 Broadway, 
With Schapiro and Schapiro. 

Frank Conway Redfield, 25 West 45th Street, 
With W. C. Heaton & Co. 

Francis Daly Reynolds, 56 Pine Street, 
With Price, Waterhouse & Co. 

William Ritter, 1450 Broadway, 
With A. Albert Greenspan & Co. 

Herman Mitchell Rosenberg, 551 Fifth Ave., 
With Schneider and Abrams. 

Cornelius Sacco, 551 Fifth Avenue, 
With Union Audit Bureau. 

Arlie Grover Smith, 90 Broad Street, 


With Lybrand, Ross Bros. & Montgomery. 


James J. Sullivan, 70 Pine Street, 
With Boyce, Hughes & Farrell. 

Jacob Teicher, 225 West 34th Street, 
With Rothfeld & Rothfeld. 

Solomon Telushkin, 565 Fifth Avenue, 
With Max Schlessinger & Co. 


Richard Garrett Tilt, 56 Pine Street, 
With Price, Waterhouse & Co. 
Hans Christian Todt, Internat’l Bldg., 
Rockefeller Centre, 
With Bristol-Myers Company. 
Morris A. Urieff, 521 Fifth Avenue, 
With Herwood & Herwood. 
Frank H. Van Duzer, 56 Pine Street, 
With Price, Waterhouse & Co. 
Dudley S. Vernier, Bear & Solar Sts., 
Syracuse, 
With Socony Vacuum Oil Co., Inc. 
Joseph J. Volker, 707 Lafayette Bldg., 


Buffalo, 
Of J. D. Elliott & Company. 
George S. Vyverberg, 414 Fifth Avenue, 
With Franklin Simon & Co., Inc. 
John Spencer Warner, 90 Broad Street, 
With Lybrand, Ross Bros. & Montgomery. 
Charles Wein, 119 West 57th Street, 
Of Charles Wein & Co. 
Robert O. Wilkinson, 17 East 42nd Street. 
William Norman Yelverton, 90 Broad Street, 
With Lybrand, Ross Bros. & Montgomery. 
Ralph Wickersham Yoder, 90 Broad Street, 
With Lybrand, Ross Bros. & Montgomery. 
Rubin Yoskowitz, 225 West 34th Street, 
With Rothfeld & Rothfeld. 
Morris Zigman, 32 Broadway, 
With Myer Bernstein. 
Morris Zirin, 95 Madison Avenue, 
With David Joseph & Company. 


The numbers of members in the 
Society as of December 1, 1938, is 
as follows: 





Members ........... 2,/06 
Associate Members. 320 
otal esis 3,088 
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“Report of the Committee on Cooperation with 
Bankers and Other Credit Grantors on Results of 
Meetings Held with Officials and Members of the 


New York Credit 


To THE Boarp oF DIREcTORS: 


For the past few years, annual 
joint meetings have been held by 
The New York State Society of 
Certified Public Accountants and 
the New York Credit Men’s Asso- 
ciation, open to members of both 
organizations. 

Topics agreed on for the several 
meetings were carefully selected and 
intended to evoke free discussions 
as to the extent that the account- 
ants and the credit grantors could 
and should cooperate to serve the 
business public and each other within 
their respective spheres of activity. 
However, instead of the broad de- 
bates it was hoped these joint meet- 
ings would encourage, there has 
been a constant gravitation to dis- 
cussions between members of both 
of the professional groups, particu- 
larly those serving the textile and 
related industries, which did not 
promote the cooperative purposes of 
the two organizations. 

As a result of these repeated devia- 
tions from the subject matter selec- 
ted, much criticism has been voiced 
and considerable disappointment evi- 
denced by members of the Society. 
This has been especially true in 
connection with the joint meeting 
held in December, 1937, and a num- 
ber of comments have since been re- 
ceived from members expressing 
their disappointment. 

By reason of these comments and 
the contents of a letter written after 
the December meeting by Mr. Wm. 
W. Orr, Secretary of the New York 
Credit Men’s Association to Mr. 
John L. Redmond, President of that 


Men’s Association 


Association, who furnished a copy 
thereof to the Society’s President, 
Mr. Morris C. Troper, it was felt 
that your Society’s Committee on 
Cooperation with Bankers and Other 
Credit Grantors should collaborate 
with a special committee of the New 
York Credit Men’s Association in 
an endeavor to ascertain the condi- 
tions causing the divergence of view- 
points and to reach a mutual under- 
standing thereon. Accordingly, under 
the auspices of your Committee, 
eleven meetings have been held be- 
tween December, 1937, and May, 
1938, attended, at times, by bankers, 
credit men, outstanding accountants 
other than those representing your 
Committee, and accountants special- 
izing in the textile and cutting-up 
trades. 

It was decided that the contents 
of Mr. Orr’s letter could well serve 
as the basis for discussions. The 
main points raised in Mr. Orr’s 
letter are as follows: 


(1) The accountant’s regard for 
his client’s confidence ; 

(2) The language used in the ac- 
countant’s certificate ; 

(3) The accountant’s attitude with 
respect to inventories. 


Before giving the results of the 
discussions concerning the three 
points raised by Mr. Orr, it may be 
well to call attention to the fact that 
the members of the credit fraternity 
attending the annual meetings re- 
ferred to were largely those serving 
the textile and related industries in 
the mid-town area of the City. 
These credit men are called upon 


* This report was made to the Society's Board of Directors and by it directed to be 


printed and distributed to the members. 
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daily to extend credit to large and 
small manufacturing units which 
operate with capital disproportionate 
at times to required commitments— 
monthly sales representing, say, as 
much as three or more times total 
capital. A large portion of the assets 
at the height of the season is repre- 
sented by inventories and style ac- 
ceptance is an important factor in 
the saleability of these inventories. 
As is to be expected under these cir- 
cumstances, many failures result be- 
cause of these rapidly changing 
conditions and inability to cope with 
them. 

The banks and factors and other 
organizations extending credit natu- 
rally are cognizant of these condi- 
tions and hence feel that they are 
entitled to the fullest cooperation 
both from the credit seekers and the 
accountants serving them in obtain- 
ing necessary current data upon 
which to predicate their decisions. 

Both the factors and the banks 
seem to have a fairly general re- 
quirement that all manufacturers 
having limited capital shall arrange 
for a so-called “monthly audit” by 
a certified public accountant and this 
has undoubtedly greatly expanded 
the work of this character available 
to members of the Society. The 
extent of these monthly audits does 
not include verification of receiv- 
ables by communication nor any 
check of inventories; nor do they 
appear to include any written report 
each month to the client or to any- 
one else other than the preparation 
of a “Trial Balance”. It is under- 
stood that copies of these “Trial 
Balances” should be available, on 
call, to the banks and to other credit 
grantors requesting same. Regular 
“certified” accounts are prepared 
quarterly, semi-annually or annually 
—according to arrangements, based 
on more complete audits. 

The credit men have developed the 


custom of frequently telephoning 
the accountants for current—even 


day by day—credit information and 
undoubtedly expect the accountant 
to answer any questions they may 
ask about his client’s business how- 
ever intimate these questions may 
be. It seems that these queries have 
sometimes gone so far as to ask the 
accountant the direct question as to 
whether or not he believes credit 
should be granted in a particular 
case. 


It has been inferred that there 
have been isolated cases where an 
accountant has favored a certain 
credit grantor by voluntarily in- 
forming him that a particular client 
is becoming a poor risk. It seems 
to be generally understood in the 
textile and related industries that 
the accountants have complete au- 
thority, received either orally or in 
writing, to give information con- 
cerning their client’s business affairs. 
In this connection, the thought was 
repeatedly advanced that the clients 
in many instances did not realize 
the significance of this blanket 
authorization. 

The discussions and conclusions 
on the three points raised by Mr. 
Orr follow: 


1. The accountant’s regard for 
his client’s confidence. 


The discussion on this subject 
was broken down into the following 
questions : 


(A) Does the credit fraternity be- 
lieve that an accountant has the 
right to discuss the affairs of his 
clients without the approval of his 
clients, and should such approval be 
verbal or written, and for how long 
would such an approval be held 
valid: 

Rule 2A of the Society’s Rules 
of Professional Conduct states: 
“All information concerning his 
client’s financial affairs which a 
member has acquired shall be con- 
sidered confidential and, subject 
to law, no member shall, directly 
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or indirectly, furnish a third party 
with any information with respect 
thereto without the consent of his 
client.” 

It was the unanimous conclusion 
of those entering into the discus- 
sion (both credit men and account- 
ants) that the accountant should 
not divulge information concern- 
ing his client without the approval 
of the client as embodied in Rule 
2A 

As to whether the approval 
should be verbal or written, it was 
felt that this was within the dis- 
cretion of the accountant, but that, 
for his own protection, preferably 
it should be written. 

With regard to the question as 
to how long such approval should 
be held valid, it was felt that if the 
accountant is satisfied that he has 
the approval, then the accountant 
must judge when that approval 
terminates. 

Much discussion ensued as to 
whether the accountant should ob- 
tain the approval direct from the 
client or whether the accountant 
should recognize the approval 
given in the forms used by the Na- 
tional Credit Office and a number 
of the banks, which the client 
signs and which authorize the 
credit grantor to consult with his 
accountant in securing informa- 
tion which the credit grantor may 
need concerning the client’s affairs. 

Consideration was given to for- 
mulating a form of authorization 
to be sent by the client to the ac- 
countant authorizing the divulging 
of information to specific firms, 
but this was discarded as being 
impracticable. The consensus of 
opinion was that the present forms 
issued by the National Credit 
Office and the banks embody suffi- 
cient authorization to the account- 
ant to discuss the business affairs 
of his client with credit grantors. 
(B) If an accountant can not ob- 

tain the approval of his client for the 


divulging of current information, 
what does the credit fraternity ex- 
pect the accountant to do? Does 
the credit fraternity hold it against 
an accountant where the latter re- 
gards himself as bound by his client’s 
wishes? 


The consensus of opinion with 
regard to this question was that if 
the accountant puts himself on 
record to the effect that he does 
not have the permission of his 
client, it is the credit man’s duty 
to go to the client direct. It was 
the unanimous opinion of the 
credit men present that the credit 
fraternity considers that the ac- 
countant without an authorization 
from the client should be bound by 
his client’s wishes. 


(C) What is the attitude of the 
credit fraternity where the account- 
ant feels that the available figures 
would not do justice to the client and 
probably would cause the credit 
grantor to draw a wrong conclusion 
and hence the accountant does not 
disclose such figures? 


The opinion of the credit men 
concerning this question was that 
if the accountant, in addition to 
giving the figures, would give such 
full explanation concerning same 
that would tend to explain the 
financial condition at that particu- 
lar time—such as seasonal lulls 
and other explanatory reasons— 
the credit grantors would make 
proper allowance for these condi- 
tions in making their decisions. 

The statement that there must 
be mutual confidence on the part 
of the accountant and the credit 
man in order to best serve the 
client was strongly emphasized in 
the discussions on this subject. 


(D) At what point, if any, does 
the credit fraternity expect an ac- 
countant to withdraw from an en- 
gagement, and where an account- 
ant’s engagement is terminated, does 
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the credit fraternity expect the ac- 
countant to notify anyone of the ter- 
mination of such engagement? 


It was the consensus of credit 
opinion that where fraud and de- 
ception are invclved, the account- 
ant should withdraw from the en- 
gagement and should notify the 
National Credit Office of his ac- 
tion; and that in the event of ter- 
mination of engagement for any 
other reason, including failure of 
the client to take the accountant’s 
advice, termination by reason of 
the client’s failure to pay the ac- 
countant’s fees, or for any other 
reason, the accountant should ex- 
ercise careful judgment in decid- 
ing whether or not the credit fra- 
ternity (through the National 
Credit Office) should be notified 
of his withdrawal from the engage- 
ment. 


In summing up the exchange of 
views on the point raised by Mr. Orr 
on the accountant’s regard for his 
client’s confidence, your Commit- 
tee is of the firm belief that Rule 2A 
of the Society’s Rules of Professional 
Conduct is entirely adequate and 
need in no way to be amplified by 
reason of any of the opinions ex- 
pressed during the meetings. Furth- 
ermore, the credit men entering into 
the discussions were of the unani- 
mous opinion that no accountant 
would be expected wilfully to violate 
this Rule. There was a mutual under- 
standing that should any accountant 
wilfully violate Rule 2A, said ac- 
countant may become involved in se- 
rious consequences, the burden of 
which he alone must assume. 


2. The language used in the 
accountant’s certificate. 


A brief discussion was held with 
regard to the accountant’s certificate. 
It was pointed out to the credit 
men that the certificate referred to 
in Mr. Orr’s letter which reads “In 
our opinion, based upon such exam- 


ination, the above balance sheet 
fairly presents, etc. etc.” was formu- 
lated primarily for use by account- 
ants serving clients listed on the 
New York Stock Exchange. A gen- 
eral discussion of the terminology 
served to clear up in the minds of 
the credit grantors most of their 
misunderstandings to its wording. 
It is conceded that credit grantors 
have a right to expect that the ac- 
countant’s certificates should clearly 
disclose the nature of the audit cer- 
tified, and that in the absence of such 
disclosures, the credit grantor would 
be justified in assuming that certain 
usual procedures had been performed 
by the accountant. 


3. The accountant’s attitude with 
respect to inventories. 


In discussing the extent to which 
accountants should proceed in con- 
nection with the verification of in- 
ventories, the attention of the credit 
men attending the meetings was 
called to a resolution adopted by the 
New York State Society of Certified 
Public Accountants on May 10, 1934, 
setting forth “the nature and extent 
of the responsibility assumed by the 
certified public accountants in re- 
spect to merchandise inventories”. 
The resolution referred to is as fol- 
lows: 

“WHEREAS, It is desirable that the 
profession of accountancy in New York 
State should make clear the nature and 
extent of the responsibility assumed by 


the certified public accountant in respect 
to merchandise inventories; and 


WHEREAS, It is self-evident that 
the training and experience of a certified 
public accountant qualify him to investi- 
gate into the affairs of his clients to 
the extent that such affairs and the 
transactions in connection therewith are 
evidenced or indicated by books of ac- 
count and other documents relating 
thereto but do not qualify him as a 
general appraiser or valuer or as fitted 
to assume in any and all cases full 
responsibility for the physical quantities, 
description, quality, condition, market- 
ability and valuation of merchandise in- 
ventories; therefore, be it 
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RESOLVED: That it is the sense 
of The New York State Society of 
Certified Public Accountants that, if a 
certified public accountant reports on 
a balance sheet of a concern over his 
signature without qualification or special 
explanation as to the item of merchan- 
dise inventories contained therein, it 
shall imply that he has exercised care 
in his examination by making account- 
ing tests and checks of the concern’s 
books of account and other available 
records pertaining to merchandise in- 
ventories, that he has received all in- 
formation and explanations he has re- 
quired from the officers and employees 
responsible for the taking and valua- 
tion of the merchandise inventories, and 
so far as accounting methods permit, 
has satisfied himself as to their sub- 
stantial correctness, but that, as regards 
the information and explanations he has 
required and as to ownership, physical 
quantities, description, quality, condi- 
tion, marketability and valuation of the 
merchandise, he has relied upon the 
representations of the concern’s man- 
agement, subject to such checks as may 
have been obtainable from the records 
in respect thereto; and be it 


FURTHER RESOLVED: That it is 
the sense of this Society that, while the 
certified public accountant, through his 
experience in various lines of industry, 
may be of value in assisting and co- 
operating with the management of a 
concern in the supervision of a physical 
inventory taking, it should be clearly 
understood that in undertaking this 
work the certified public accountant does 
so only in his capacity as an accountant 
and does not assume responsibility as 
an appraiser or valuer for the physical 
quantities, description, quality, condi- 
tion, marketability and valuation of the 
merchandise; and be it 


FURTHER RESOLVED: That the 
President of this Society is directed to 
send copies of the foregoing preamble 
and resolutions to those who in his 
opinion, would be interested in knowing 
the position on this subject taken by the 
accounting profession in this State.” 


The credit men present at the 
meetings expressed their full satis- 
faction with the provisions of the 
foregoing resolution. It was recog- 
nized that the inventory resolution 
adopted by the Society represented 
a rule or guide for the membership 
of the Society and that any member 
going beyond its scope and intent 
did so at his own risk and could not 


look to the Society for support in 
the event that he becomes embar- 
rassed by reason of the adoption by 
him of a different or extended pro- 
cedure. 


Conclusion 


It is the opinion of your Commit- 
tee that the several meetings herein 
referred to have been beneficial not 
only to the members of the Society 
but also to the members of the credit 
fraternity inasmuch as it has been 
demonstrated to the latter that our 
Society is ready at all times to co- 
operate with them and to discuss 
any questions raised by them. Fur- 
thermore, there is now a mutual 
understanding as to the sound basis 
of Rule 2A of the Society’s Rules of 
Professional Conduct; a better un- 
derstanding as to the wording of 
accountant’s certificates ; and a defi- 
nite understanding of, and agree- 
ment on, the Society’s attitude con- 
cerning inventories as set forth in 
its resolution of May 10, 1934. 


Recommendation 


It is the recommendation of your 
Committee that this report, should 
be printed and distributed to the 
membership, the major portion of 
which is vitally interested in the 
several matters discussed. 


Respectfully submitted, 
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Surtaxes on Undistributed Income Imposed 
by Section 102 and Title IA of 1938 


Revenue Act 
By Cuartes Meyer, C. P. A. 


R. BYERLY requested me to 

discuss Surtaxes on Undis- 
tributed Income Imposed by Section 
102 and Title IA of the Revenue Act 
of 1938. In the time allotted to me, 
I shall attempt to cover the more 
important features of these provi- 
sions of the law omitting technical 
language and quoting so much of 
the statute as is essential. 

At the outset I might state the 
history of this type of tax legislation. 
The first statute, which provided for 
taxation where corporate profits 
were accumulated for the purpose 
of preventing the imposition of sur- 
taxes upon stockholders, was the 
“Underwood” Tariff Act of 1913 Sec- 
tion 2A. In that act and in the 
Revenue Act of 1916 Section 3, and 
in the Revenue Act of 1918 Section 
220 the Tax was laid upon the share- 
holders and not the corporation. In 
all the later acts—(1921 Section 220, 
1926 Section 220, 1928 Section 104, 
1932 Section 104, 1934 Section 102, 
1936 Section 102 and 1938 Section 
102) the tax was and is laid upon the 
corporation. 

Up to and including the 1932 Act 
only one controlling section of the 
law contained the applicable provi- 
sions relating to such surtaxes on 
both personal holding companies and 
all other corporations. By making 
a partial distribution of profits and 
by showing some need for the ac- 
cumulation of remaining profits, the 
taxpayer made it difficult to prove a 
purpose to avoid surtaxes. In the 
1934 Act Congress attempted to rem- 
edy this difficulty and divided the 


subject into two parts.—It renum- 
bered the old section of the law from 
“104” to “102”. This renumbered 
section dealt with surtaxes on cor- 
porations improperly accumulating 
surplus and introduced an entirely 
new section (351 now 401—Title 
IA) which dealt solely with personal 
holding companies. Thus so-called 
“family or close corporations” be- 
came penalized and as we shall see 
became subject to such surtaxes 
even though there was no unreason- 
able accumulation of surplus. In 
addition a definite formula for the 
calculation of surtaxes upon personal 
holding companies was introduced 
and thereafter there was no mere 
guesswork as in prior laws. 

Under the 1938 Act the income 
taxes imposed on corporations may 
be classified, as 

1—Income tax on 
generally. 

2—Surtax on _ corporations 
properly accumulating surplus. 

3—Surtax on personal holding 
companies. 

My discourse tonight deals with 
the last two mentioned classifica- 
tions. First let us take up the sur- 
tax on corporations improperly ac- 
cumulating surplus. 


Section 102 (a) 1938 Act is quoted 
as follows: 

Imposition of Tax—There shall be 
levied, collected and paid for each 
taxable year (in addition to other 
taxes imposed by this title) upon 
the net income of every corpora- 
tion (other than a personal hold- 


corporations 


im- 
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ing company as defined in Title 
A or a foreign personal holding 
company as defined in Supplement 
P) if such corporation, however 
created or organized, is formed or 
availed of for the purpose of pre- 
venting the imposition of the sur- 
tax upon its shareholders or the 
shareholders of any other corpo- 
ration, through the medium of per- 
mitting earnings or profits to ac- 
cumulate instead of being divided 
or distributed, a surtax equal to 
the sum of the following: 


25 per centum of the amount of 
the undistributed section 102 net 
income not in excess of $100,000 
plus 

35 per centum of the amount of 
the undistributed section 102 net 
income in excess of $100,000. 


You will note that both domestic 
and foreign personal holding com- 
panies are specifically exempt from 
the quoted section of the law. 

The 1936 Act was amended so as 
to make the law more favorable to 
the Commissioner of Internal Rev- 
enue insofar as the question of the 
burden of proof and the rules of 
evidence are concerned. The 1938 
Act Section 102 (b) and (c) were 
introduced in the place of only Sec- 
tion 102(b) of the prior act. 


Section 102 (b) 1938 Act is quoted 
as follows: 


Prima Facie Evidence—The fact 
that any corporation is a mere 
holding or investment company 
shall be prima facie evidence of 
a purpose to avoid surtax upon 
shareholders. 


Section 102 (c) 1938 Act is quoted 
as follows: 


Evidence Determinative of Pur- 
pose—The fact that the earnings 
or profits of a corporation are per- 
mitted to accumulate beyond the 
reasonable needs of the business 
shall be determinative of the pur- 


pose to avoid surtax upon share- 
holders unless the corporation by 
the clear preponderance of the evi- 
dence shall prove to the contrary. 


The enacted changes puts upon 
the taxpayer the burden of proving 
by a clear preponderance of all the 
evidence submitted that it did not 
have the purpose of avoidance. 


Formerly the mere showing by the 
Commissioner that the accumulation 
of the surplus was unreasonable or 
that the corporation was a mere 
holding or investing company cre- 
ated a prima facie presumption in 
his favor. This presumption could 
easily be overcome by the taxpayer’s 
proof that the accumulation was not 
unreasonable. Now the corporation 
has the ultimate burden of proving 
that there was no purpose to avoid 
the imposition of surtaxes on share- 
holders. 


Thus the 1938 Act contains addi- 
tional provisions concerning rules of 
evidence which always causes nu- 
merous technicalities to arise. While 
these provisions are legal in their 
scope, accountants could be materi- 
ally aided if they were familiar with 
their proper interpretation. 


By a preponderance of evidence 
is meant evidence that is sufficient 
to overcome opposing presumptions 
as well as the opposing evidence and 
it also means that all of the evidence 
put together has greater weight— 
greater credit and greater value than 
the evidence submitted by the oppos- 
ing side. The expression does not 
mean the mere numerical array of 
witnesses. 


The 1938 Act imposes a greater 
burden on the taxpayer in connec- 
tion with proving its contention case 
but the principle of the substantive 
law remains unchanged. To this ex- 
tent of the substantive law, rulings 
in prior decisions are still applicable 
under the 1938 Act. This conclu- 
sion is clarified if we define the 
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meaning of substantive law and Ad- 
jective Law. 

As to taxpayers, Substantive law 
is that part of the law which creates, 
defines and regulates rights of such 
taxpayers. Adjective law or some- 
times referred to as remedial law 
describes the method and procedure 
of enforcing the taxpayers rights. 
This latter part of the law deals 
with the rules of evidence that have 
been changed by the 1938 Act. 

In connection with the unreason- 
able accumulation of surplus all the 
particular facts and circumstances of 
each case must be considered sepa- 
rately. You might even have two 
cases with almost the identical facts 
involved and yet different decisions 
may result since a mere showing that 
the corporation accumulating the 
surplus was formed or availed of for 
some purpose other than avoidance 
was or will not in and of itself be 
sufficient to exempt it from the sur- 
tax. It was, and still appears to be 
necessary to show in addition that 
such other purpose was inconsistent 
with the purpose to avoid surtaxes. 

Now let us consider the most re- 
cent case on the topic decided by 
the U. S. Supreme Court on May 
16, 1938. 


Helvering vs. National Grocery Co. 
—58 Supreme Court 932 Reversing 
92 (F) 2nd 931 and affirming 35 
B.T.A. 163 Decided 1938—Relates 
to Section 104-1928 Act. 


Facts—Henry Kohl, since 1911, 
was the beneficial owner of all of 
the $200,000 capital stock issued by 
the National Grocery Co., a New 
Jersey Company. In the fiscal year 
ended January 31, 1931 the corpora- 
tion’s books showed a net profit of 
over $680,000 after paying $104,000 
to Kohl as salary and after paying 
the regular federal corporation in- 
come tax. The total surplus after 
all accumulations was over $7,- 
900,000 as at January 31, 1931. 
From January 1921 to January 1931 


(a 10 year period) the company 
earned over $5,700,000 after payment 
of Federal Income Taxes. During 
that period the company expanded 
and increased, from 358 to 815, its 
chain of retail grocery stores. Kohl 
himself testified that each store 
needed about $5,000 capital for the 
expansion and this would account 
for $2,300,000 of the undistributed 
surplus. Kohl borrowed the sum of 
$140,000 from the company during 
the tax year ended January 31, 1931. 
His aggregate indebtedness on Janu- 
ary 31, 1931 for borrowings during 
seven years was $610,000. No divi- 
dends were paid to that date. The 
company conceded that section 104 
of the 1928 Act was valid as applied 
to a corporation organized to pre- 
vent the imposition of a surtax, but 
urged that is void as applied to a 
legitimate corporation “availed of” 
for such purposes. 


Board of Tax Appeals—After 
voluminous evidence was received 
it was found that the corporation 
had been availed of for the purpose 
of preventing the imposition of a 
surtax on Kohl by permitting the 
gains and profits to accumulate. The 
Board sustained the Commissioner 
by a bare majority and a tax defi- 
ciency of over $477,000 was held 
proper. 


Circuit Court of Appeals—re- 
versed the order of the Board, on the 
ground that there was no proof to 
support the imposition of the tax. 


Supreme Court of U. S.—On cer- 
tiorari the decision of the Circuit 
Court of Appeals was reversed in a 
majority opinion written by Mr. 
Justice Brandeis (Mr. Justice Mc- 
Reynolds and Mr. Justice Butler dis- 
sented and Mr. Justice Reed and 
Mr. Justice Cardozo took no part 
in the decision or consideration of 
the case). The court held that Sec- 
tion 104 of the 1928 Act (similar to 
Section 102—1938 Act) did not vio- 
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late the tenth amendment nor the 
“due process” clause of the Consti- 
tution and that it did not delegate 
legislative power to the Commis- 
sioner. 

It further held that the fact that 
the existence of the condemned pur- 
pose is a condition precedent to the 
imposition of the tax does not pre- 
vent it from being a lawful tax with- 
in the 16th Amendment to the Con- 
stitution and also that the penal 


‘nature of the law does not prevent 


its being valid. 

Now let us consider other cases. 

In the case of United Business Corp. 
v. Commissioner (19 B.T.A. 809) the 
Board of Tax Appeals stated that the 
purpose of the accumulation rather 
than the reasonableness of the amount 
is controlling. That case, which in- 
volved the first broad question of ac- 
cumulation of surpluses, did not nec- 
essarily set the law down to mean 
that the unreasonableness of the 
amount may not be indicative of the 
purpose. 

In the U. S. v. R. C. Tway Coal 
Sales Co. (1935—C.C.A. 6—75 F 
(2nd) 1936) it was held that where 
only a small amount of additional 
taxes would have been payable had 
the corporation distributed its earn- 
ings, the imposition of the surtax 
was improper. In such a case it 
can be logically stated that the ac- 
cumulation cannot be for the pur- 
pose of avoiding because the surtax 
is negligible. 

In two similar cases the tax was 
not imposed because the resultant 
tax would have been small—these 
cases were Irvington Investments Co. 
32 B.T.A. 1165 and Charleston Lumber 
Co. v. U. S. 20 F. Supp. 83 (1937). 

In Commissioner v. Cecil B. DeMille, 
et al (1937—-CCA 9) 90) F (2d) 12 
affirming 21 BTA 1161—(involving 
section 104—1928 act and section 
220—1924 and 1926 acts) the cor- 
poration as well as the partnership 
which preceded it, was in the busi- 
ness of producing motion pictures for 


distributors. It accumulated a large 
surplus although it was shown that 
the taxpayer had adopted a consis- 
tent plan to build up an organization 
with sufficient capital to enable it to 
produce and distribute motion pic- 
tures independently, instead of pro- 
ducing them for distributors. The 
accumulation of the surplus and the 
investment of it in various proper- 
ties and enterprises was shown to be 
consistent with such plan. The ac- 
cumulation however will not escape 
the tax if it is unreasonably large, 
even though for expansion purposes. 
There is no limit to whch some 
businesses may expand, and if accu- 
mulations, regardless of amount, 
could always be explained to be for 
expansion purposes, the entire effect 
of Section 102 could be nullified. 


The surtax can be avoided by keeping 
the surplus down to a_ reasonable 
amount. This may be done by actually 
distributing part of the surplus in each 
year or by use of a consent dividend 
as set forth in the new section 28 of 
the Act. In this manner the surplus 
will not be permitted to accumulate 
from year to year until the amount 
becomes unreasonable so as to war- 
rant the imposition of the additional 
tax. This does not require that the 
corporation keep the surplus down 
to a fixed amount and that reason- 
able additions to the surplus cannot 
be made as the business expands or 
as changed conditions demand. Un- 
distributed income is properly accu- 
mulated if retained for working cap- 
ital needed by the business; or if in- 
vested in additions to plant reason- 
ably required by the business; or if 
in accordance with contract obliga- 
tions placed to the credit of a sink- 
ing fund for the purpose of retiring 
bonds issued by the corporation. 
Among other things, the nature of 
the business, the financial conditions 
of the corporation at the close of the 
taxable year and the use of the un- 
distributed earnings or profits will 
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be considered in determining the rea- 
sonableness of the accumulations. 

Earnings or profits of one corpora- 
tion put into a second corporation by 
purchase of stock or otherwise may con- 
stitute employment of the income in its 
own business provided the second cor- 
poration is in the same or related busi- 
ness. The following case illustrates, 
among other matters, this point. 


C. H. Spitzner & Son Inc. 37 B.T.A. 
—78 (1932 Act) 


Summary—Petitioner was in to- 
bacco business and not a mere hold- 
ing company. The corporation had 
always valued its securities and fixed 
assets at market. On this basis the 
books of the company showed a sur- 
plus of $318.12 at the close of the 
year 1932. The Commissioner did 
not contend that the values used by 
the petitioner were other than the 
correct market values of the assets 
in question but he claimed that based 
upon a valuation of cost of the se- 
curities and the cost less deprecia- 
tion of the fixed assets the com- 
pany’s true surplus at the close of 
the same year was over $2,000,000. 
The company, during a period when 
its business fell off, had made in- 
vestments in stock and securities of 
other tobacco companies and also 
made loans to such other companies. 
These investments and loans, were 
explained as being made for the pur- 
pose of assisting customers to pro- 
mote sales as well as aid them finan- 
cially. In addition the treasurer of 
the petitioning corporation was in- 
debted to the corporation in the 
amount of $18,000 which was a loan 
made to him because of his own fi- 
nancial difficulties at that time. It 
was proven that the treasurer tried 
to get this indebtedness cancelled 
through a dividend sufficient enough 
to equal the $18,000. The attorneys 
for the company advised that inas- 
much as the books of the corporation 
showed insufficient surplus, a divi- 
dend could not be paid and impair 


the capital which in turn would 
render the officers and directors civ- 
illy and criminally liable for their 
action. The latter situation had 
some tendency to negative a purpose 
to avoid surtaxes. It was held, upon 
consideration of all the questions in- 
volved, that the company was not 
availed of for the purpose of avoid- 
ing the surtax and that there was 
no accumulation of surplus beyond 
the reasonable needs of the business. 
It should be noted that the loans 
made to other companies although 
not subsidiary companies did not ef- 
fect the decision. One member of 
the Board of Tax Appeals did, how- 
ever, dissent from the opinion. 


In the Spitzner case the company 
valued its securities at market and 
the decision was favorable to the 
taxpayer. In the cases of Rands Inc. 
34 B.T.A. 1094 and Nipock Corpo- 
ration 36 B.T.A. 662 there would not 
have been any surpluses had these 
companies been permitted to value 
its securities at market. Yet both of 
the latter companies were found to 
have been availed for the condemned 
purpose since they were mere hold- 
ing and investing companies while in 
the Spitzner case the company was 
in the tobacco business and invested 
its surplus in securities during the 
period its regular business fell off. 
This distinction between holding 
and investment companies and com- 
pany engaged in mercantile enter- 
prises was further recognized by the 
Blaffer case as follows: 


R. L. Blaffer & Co. (See 37 B.T.A. 
—127 Re: 1932 Act) was formed 
by Blaffer and his wife to trade in 
securities. At the close of the tax- 
able year ended September 30, 1934 
the company’s assets were worth less 
than the amount owed to stock brok- 
ers and others. The _ Blaffers 
claimed that the company was in- 
solvent and that they could not le- 
gally declare dividends pursuant to 
the laws of the State of Texas and 


118 








Surtaxes on Undistributed Income Imposed by 1938 Revenue Act 


furthermore they transferred to the 
corporation not only stocks yielding 
taxable dividends but also rid them- 
selves of liabilities carrying deduc- 
tible interest and in fact in one of 
the earlier years the interest paid by 
the corporation was over $64,000 in 
excess of the dividends received 
which had the effect of depriving the 
shareholders of a substantial factor 
of tax reduction. 


The Board of Tax Appeals held 
that the Blaffers failed to show no 
purpose to avoid the surtaxes since 
the company’s income from all 
sources showed profits in excess of 
all losses and even though insolvent 
the surtax could be applied. Two 
members of the Board dissented, 
however. 


It appears that a pure holding or 
investment corporation may be 
formed or availed of for any purpose 
but it cannot escape this tax unless 
it proves that such a purpose was in- 
consistent with the purpose to 
escape the surtax. 

It should be remembered that 
under the present Act (Sec. 28) and 
under prior acts the shareholders 
could treat their distributive shares 
of the corporation’s income as con- 
structively received by them and 
within their personal taxable income. 
This supports the theory that even 
though a corporation may be insol- 
vent the surtax may be applied since 
the directors of a corporation are not 
forced to distribute the earnings and 
thereby not forced to violate a state 
law. 

In view of the Supreme Court’s 
decision in the National Grocery Co. 
case where the court held that the 
law, relating to these surtaxes, did 
not violate the Tenth Amendment to 
the Constitution, it is my personal 
opinion that the question of insol- 
vency in the Blaffer case if presented 
to the U. S. Supreme Court would 
not change the results any. We must 
remember that a taxpayer may be 
adjudicated a bankrupt yet taxes due 


to the United States Government are 
never dischargeable and in fact are 
preferred claims against the bank- 
rupt estate. 

Investments by mercantile or in- 
dustrial corporations in local prop- 
erty or in securities have been held 
to come under reasonable needs and 
to be justified by the dictates of 
sound business management. This 
has been found in a case previously 
cited to you—the Charleston Lum- 
ber Company case. On the other 
hand, in the case of a pure holding 
company, the retention of a large 
surplus for the purpose of further in- 
vestments in securities has been held 
to come within the provisions of Sec- 
tion 102—AlImours Securities Inc. 35 
B. T. A. 61—affirmed (1937 C.C.A. 5) 
91 F (2d) 427. 

Where loans are made to stock- 
holders they should be bona fide 
loans and not in the guise of dis- 
tributions. This can be shown by 
proof that the loans were repaid— 
that they were evidenced by enforce- 
able promises of repayment or even 
secured by valuable collateral and 
that the amount of such loans were 
not substantially the equivalent of 
what the borrowers would have re- 
ceived as dividends if the surplus had 
been distributed. See United Business 
Corp. v. Com. 62 F (2d) 754—also— 
A. D. Saenger, Inc. v. Com. 84 F (2d) 
affirming 33 B.T.A. 135. 


The applicable rates of the surtax 
(25% and 35%) are applied on the 
“undistributed Section 102 net in- 
come” which should be calculated as 
set forth in sub-section (d) of section 
102. The 1938 Act by a new section 
numbered 28 has introduced a new 
feature relating to consent dividends 
in the calculating of the dividends 
paid credit. 

Pursuant to the new provisions of 
the 1938 Act, a corporation, by mak- 
ing a “consent” distribution under 
Section 28 can avoid additional sur- 
taxes under Section 102. This “con- 
sent” may be made as to any part of 
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its “undistributed section 102 net in- 
come” and if it is found that the re- 
tention of the remainder of such 
income is not unreasonable accumu- 
lation the possibility of additional 
surtaxes will become remote. These 
new provisions are beneficial to cor- 
porations since under the 1936 Act a 
corporation would become subject to 
the tax under Section 102 unless all 
of the stockholders included in their 
gross income of their personal tax 
returns their pro rata shares of the 
entire retained net income and un- 
less not more than 10% of such 
shareholders were corporations. The 
new law has also made provision for 
non-consenting stockholders who 
may be paid their distributive share, 
without increasing the tax burden of 
the corporation. 


I now come to Title 1A of the 1938 
Act and to the provisions relating to 
surtaxes on Personal Holding Com- 
panies. As stated earlier separate 
provision for Personal Holding Com- 
panies were first enacted in the 1934 
Act. The 1938 Act renumbered the 
applicable sections of the prior law 
(formerly Section 351-360 now 401- 
411). 


A corporation is taxable as a per- 
sonal holding company if: 


1—At least 80% of its gross in- 
come for the taxable year is personal 
holding company income, (as set 
forth in Section 403), and 


2—At any time during the last half 
of the taxable year more than 50% 
in value of its outstanding stock is 
owned directly or indirectly, by or 
for not more than five individuals. 


The rates of surtax remain the 
same under the 1938 Act and are 


65% of “Title 1A undistributed 
net income” not in excess of 
$2,000 plus 75% of the amount 
thereof in excess of $2,000. 


Under the aforesaid Title 1A of 
the law it is immaterial whether or 


not a corporation is formed or 
availed or to accumulate earnings or 
profits for the purpose of avoiding 
surtaxes upon the shareholders. 

The following companies are ex- 
empt from taxation under these pro- 
visions of the law. 

A—Religious, charitable and sim- 
ilar organizations not organized and 
operated exclusively for business 
purposes. 

B—Banks as defined in Section 
104, life insurance and surety com- 
panies. 

C—Foreign Personal Holding 
companies which have separate pro- 
visions effecting them and as set 
forth in Supplement P of the law. 

D—A licensed personal finance 
company under State supervision at 
least 80% of the gross income of 
which is lawful interest received 
from individuals each of whose in- 
debtedness to such company did not 
at any time during the taxable year 
exceed $300 in principal amount, if 
such interest is not payable in ad- 
vance or compounded and is com- 
puted only on unpaid balances. (This 
is a new provision under 1938 Act). 

Another section in the law was in- 
serted in the 1938 Act (section 402— 
c) which effects railroad corpora- 
tions who make consolidated returns. 
This new section prevents the classi- 
fication as a personal holding of a 
company or group of companies, 
which, while deriving large revenue 
from dividends and interest from 
members of an affiliated group, are 
really deriving group income from 
railroad operations. 

The principal items included in the 
definition of personal holding com- 
pany income are: 


1—Dividends. 

2—Royalties (Mineral, oil and gas 
royalties excluded) (if constituting 
50% or more of gross income etc.). 


3—Annuities. 
4—Gains from the sale or ex- 
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change of stock or securities and 
from future transactions in any com- 
modities except in case of regular 
dealers in securities. 

5—Rents (unless constituting 
50% or more of the gross income). 

6—Income by a corporate bene- 
ficiary from an estate or trust as well 
as gains from the sale or other dis- 
position of any interest of a corpora- 
tion in an estate or Trust (Prior to 
the 1936 Act as amended in 1937 the 
law made no reference to such in- 
come. Under such circumstances a 
corporation receiving more than 
20% of its gross income from estates 
and trusts was not a personal hold- 
ing company. The 1937 amendment 
closed this loophole). 

7—Under certain conditions 
amounts received by a corporation 
from contracts for personal services. 

8—Under certain conditions 
amounts received by a corporation 
from shareholders for the use of or 
right to use the property of the cor- 
poration. 

In order to be classified as a per- 
sonal holding company, at least 80% 
of a company’s income in any tax- 
able year must be personal holding 
income as defined in the act. How- 
ever, if a corporation is a personal 
holding company with respect to any 
taxable year starting on January 1, 
1937, then, for each subsequent year, 
the minimum percentage shall be 
70% in lieu of 80% until such time 
in a taxable year when (1) during 
the whole of the last half of such tax- 
able year less than 50% in value of 
the outstanding stock is owned by 
more than 5 individuals or (2) until 
such time in that latter half part of 
the year when more than 50% in 
value of the outstanding stock is 
owned by more than 5 individuals. 
This 70% minimum requirement 
exists until the expiration of 3 con- 
secutive taxable years in each of 
which less than 70% of the gross in- 
come is personal holding company 
income. 


In order to relieve from the surtax 
certain operating companies whose 
principal business consists in the 
development of real estate for sale, 
section 403 was amended so as to 
change the treatment of certain 
types of interest. This was done by 
including within the term “Rents,” 
as defined in subsection (g), interest 
on debts owed to the corporation to 
the extent such debts represent the 
price for which real estate held 
primarily for sale to customers in the 
ordinary course of business was sold 
or exchanged by the corporation. 
This change will help bona fide real 
estate operating companies which 
might otherwise find themselves 
subject to such surtax in years in 
which by reason of an inactive mar- 
ket for the sale of real estate, the 
greater portion of their income is de- 
rived from interest on 2nd mort- 
gages on property it leased pending 
its sale and the rents in themselves 
do not constitute 50% or more of 
gross income. In such cases rent and 
interest combined will usually ex- 
ceed 50% of the gross income. Under 
the law as now amended such real 
estate companies will not be classi- 
fied as personal holding companies. 
As previously stated, even though a 
corporation has gross income which 
comes clearly within the provision 
relating to “personal holding com- 
pany income” such a company is not 
taxable as a personal holding com- 
pany, unless the additional provision 
which requires that the value of the 
corporate stock (at anytime during 
the last half of the taxable year) is 
owned directly or indirectly for or on 
behalf of not more than five in- 
dividuals. 

The question of what is meant by 
the “value” of the corporate stock 
may be illustrated by the following 
example: Let us suppose corpora- 
tion X has issued 50 shares of Class 
A stock with $100 par value and 100 
shares of Class B stock with $10 par 
value and let us further assume that 
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individual A owns 31 shares of Class 
A stock and the rest of the stock, 
both Class A and Class B, are owned 
by more than 4 individuals not re- 
lated to Mr. A nor his partner. As- 
suming the value to be as stated, Mr. 
A would be considered as controlling 
more than 51% of the corporation 
even though he owns only a little 
more than 1/5 in number of the is- 
sued stock certificates, and the cor- 
poration would be considered as a 
personal holding company. 

We should bear in mind that 
“value” as included in Section 401, 
has not been defined by Congress. It 
does not necessarily mean par or 
stated value, but should be deter- 
mined by all relevant factors. 


Section 404—(a-1) is quoted as fol- 
lows: 

“Stock owned, directly or in- 
directly by or for a corporation, 
partnership, estate or trust shall be 
considered as being owned propor- 
tionately by its shareholders, part- 
ners or beneficiaries.” 

This is clarified by the following 
example: Corporation A owns all of 
the stock of corporation B and in 
determining whether or not, and to 
the extent which, the stock of cor- 
poration B is owned by the share- 
holders of corporation A it would be 
held that the stock of corporation B 
is owned by the shareholders of cor- 
poration A, itself. A similar rule is 
applied in a case in which the stock 
is held by a partnership, estate or 
trust—the partners or beneficiaries 
are deemed to own the stock. The 
rule applies to the portion of the 
stock of the B corporation owned by 
A corporation, and the rule also ap- 
plies if there is a chain of corpora- 
tions. 


Section 404—(a-2) 
follows: 

“An individual shall be considered 
as owning the stock owned directly 
or indirectly, by or for his family or 


is quoted as 


by or for his partner. For the pur- 
poses of this paragraph the family of 
an individual includes only his bro- 
thers and sisters (whether by the 
whole or half blood), spouse, ances- 
tors and lineal descendants.” 

This means that stock owned for 
an individual by the stated members 
of his family or by his partners shall 
be deemed to be owned by the in- 
dividual himself. This has been re- 
ferred to as the “family and. partner- 
ship rule.” 


Section 404—(a-3) 
follows: 


is quoted as 


“If any person has an option to ac- 
quire stock such stock shall be con- 
sidered as owned by such person. 
For the purposes of this paragraph 
an option to acquire such an option, 
and each one of a series of such op- 
tions, shall be considered as an 
option to acquire such stock.” 

This section known as the “option 
rule” section was originally enacted 
to close up a loophole that existed in 
the 1934 and 1936 acts and was 
amended in 1937. Prior to such 
amendment five individuals could 
have owned 49% of the value of the 
outstanding stock of a corporation 
and one of them could have had an 
option to acquire 2 or more percent 
of the value of other stock. For all 
practical purposes the situation was 
the same as if they owned more than 
51% in value of the stock, yet, this 
situation could not come within the 
personal holding company class un- 
til the law was amended by the in- 
clusion of this section 404-a-3 as 
quoted. 

Section 404-a-4 provides in effect 
that the “family and partnership 
rule” referred to in Section 404-a-2 
and the option rule referred to in 
Section 404-a-3, may or may not be 
applied, depending upon whether 
they are necessary to produce the 
smallest number of individuals re- 
quired to make the corporation a 
personal holding company or to make 
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the receipt of income derived from 
personal service contracts or from the 
use of property by shareholders, in- 
cludible as personal holding com- 
pany income. For example; where 
5 or less individuals own more than 
50% in value of the outstanding 
stock of a corporation during the last 
half of a taxable year, it will not be 
necessary to apply either the family 
rule or the option rule. However, 
in some cases, the application of the 
option rule might bring the corpora- 
tion within the personal holding 
company class, whereas the appli- 
cation of the family rule would not, 
and in such cases the option rule 
would be applied and not the family 
rule. 

Section 404-a-5 provides that stock 
constructively owned by a person, 
by reason of the application of sec- 
tion 404-a-1 or by the option rule 
(Sec. 404-a-3) may be used again 
for the purpose of applying either 
the constructive ownership rule or 
the family and partnership rule. 
However, stock constructively 
owned by an individual because of 
the application of the family and 
partnership rule may not be used 
again for the purpose of applying 
such family and partnership rule to 
another individual. For example, if 
A owns 50% of the stock of corpora- 
tion X and the latter in turn owns 
50% of the stock of corporation Y, 
the individual A is considered, by 
virtue of his ownership in X, to own 
his proportionate share of the Y cor- 
poration or 25% of the Y corpora- 
tion’s stock. This rule applies re- 
gardless of the number in the chain 
and if corporation Y had owned 50% 
of the stock of corporation Z, A 
would be considered as the owner 
of 12%% of the Z corporation’s 
stock. The same result would be 
reached if A did not own the stock 
in corporation X but instead had an 
option to acquire 50% of the stock 
of the latter corporation. Further- 
more A’s wife or any other member 


of his family could’ be considered 
under the family rule, as construc- 
tively owning the stock construc- 
tively owned by A in any of the 
aforesaid companies. 

However, stock constructively 
owned by an individual through the 
application of the family rule may 
not be considered as actually owned 
by such individual for the purpose 
of making some other person the 
constructive owner of such stock. 
For example if an individual A, his 
wife W, and her father WF each 
own 10% of the stock in corporation 
M, the wife W may be considered as 
owning constructively the stock held 
by her husband A and her father 
WF. But, while the family rule 
might also be applied to A so that 
he would be considered as owning 
his wife’s stock, such application 
would be confined to the stock ac- 
tually owned by W and could not 
operate to make A own construc- 
tively the stock of WF considered to 
be constructively owned by W. In 
the same manner WF could be con- 
sidered as owning constructively the 
stock actually owned by W but not 
the stock of A constructively owned 
by W. Thus, because of the absence 
of a direct link between A and WF, 
these individuals would each own 
constructively only 20%, whereas 
W, because of her relationship to A 
and WF would be considered as con- 
structively owning 30%. Of course, 
whether A, or W, or WF would be 
counted as the dominant or principal 
person would depend upon the stock 
holdings of other pertinent relatives, 
if any. 

In any event if the stock may be 
considered as owned by an indi- 
vidual by applying either the option 
rule or the family and partnership 
rule, it shall be considered as owned 
by him under the option rule and 
not under the family or partnership 
rule. 

Where 5 or more individuals own 
more than 50% of the outstanding 
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stock of a corporation and at the 
same time the interest of the real 
owner of the company is represented 
by his ownership of convertible 
bonds and debentures, it might ap- 
pear that such a corporation might 
escape classification as a personal 
holding company. However, this is 
prevented by rules set forth in Sec- 
tion 404-b which in effect considers 
such bonds and debentures as being 
stock. Further, where some of such 
securities are convertible at a later 
date than others the class having the 
earlier conversion date may be in- 
cluded without the inclusion of the 
others, with the qualification that no 
convertible securities shall be in- 
cluded unless all such outstanding 
securities having a prior conversion 
date are also included. The reason 
for this is that the securities with the 
earlier conversion date are more 
likely to be held by those who con- 
trol the corporation. 

Although at this time there are not 
many reported decisions effecting 
Personal Holding Companies the 
following memoranda might be of 
some value: 


Collateral Mortgage and Investment 
Co. 37 B.T.A. 94. 


Facts—A personal holding company 
(under Section 351—b-1 1934 Act) 
filed a return on form 1120 for the 
year 1934 and failed to file form 
1120 H. The Commissioner imposed 
a penalty of 25% of the amount of 
the surtax. 


Held—The filing of form 1120 H is 
mandatory and failure to do so sub- 
jects the company to 25% penalty. 


Note—Latest regulations 94—re- 
quire the filing of form 1120 H and 
care should be taken to conform to 
said regulations in order to save the 
penalty of 25%. Although the new 
regulations, relating to the 1938 Act, 
have not been promulgated and re- 
leased it is expected that when so 


released they will contain a similar 
provision therein. 


Automobile Loans Inc.—36 B.T.A. 
809 Re—1934 Act (351d) now 
omitted from law. 


Facts—The petitioner, a personal 
holding company filed the prescribed 
return for surtax on such corpora- 
tion, after March 15, but within an 
extension of time allowed. The 
shareholders of the petitioner corpo- 
ration filed their returns March 15 
without reporting in gross income 
their pro rata shares petitioner’s ad- 
justed net income. Later, at the time 
petitioner filed its surtax return, the 
shareholders filed “amended re- 
turns” reporting gross income so as 
to include their pro rata shares of 
petitioner’s adjusted net income. 


Held—“The time of filing their re- 
turns” was when the first returns 
were filed and the requirements of 
section 351-d-1934 act was not met, 
and the commissioner was correct in 
assessing surtaxes against the peti- 
tioning corporation. ; 

There have been numerous cases 
which held that mutual benefit asso- 
ciations were taxable under Title I of 
the revenue acts and occasion might 
therefor arise where you might have 
such an association taxable under 
Title 1A as a personal holding com- 
pany. However, in the case of 
Charles H. Hood Fund (B.T.A. 
Memo Docket Nos. 90976-92760) the 
Board held such an association not a 
personal holding company. That 
company was organized under the 
laws of Massachusetts. It had no 
capital stock nor had it the right nor 
did it distribute any funds to its 
“members” although it used its 
funds to set up a savings account of 
$50 for each baby born to a member 
of the Mutual Benefit Association of 
H. P. Hood & Sons Inc.; said fund 
with its accretions to be used for the 
children’s education. 
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I.R.B. 
1938- 


also—G.C.M. 
I.T. 3195, 


19619, 
I.R.B. 


See 
1938-16-3 ; 
23-6: I.T. 3196, I.R.B. 1938-23-8. 


The applicable rates of the surtax 
(65% and 75%) are applied on the 
Undistributed Title 1A net income 
which should be calculated as set 
forth in sections 405 and 406. Time 
does not permit me to go into all of 
the items involved therein. How- 
ever, the changes and new provi- 
sions enacted by the 1938 act might 
be briefly considered: The credit for 
dividends paid is broadened by per- 
mitting 

1—The inclusion in the dividends 
paid credit of dividends paid after 
the close of the taxable year and be- 
fore the fifteenth day of the 3rd 
month following the close of the tax- 
able year (Sec. 405 c). 


2—A provision for “consent” di- 
vidends which the shareholders agree 
to include in their gross income 
though not actually distributed (Sec. 
28) and 


3—An allowance for “deficiency’ 
dividends based upon dividend dis- 
tributions made subsequent to the 
final determination of a deficiency 


(Sec. 407). 


It might be of interest to call to 
your attention certain points which 
are not obvious from a casual read- 
ing of the statute. 

Serious hardship may result to a 
personal holding company with tax- 
able net income where substantial 


,’ 





amounts of deductions are dis- 
allowed as being capital losses. 
Furthermore, the fundamental 


question of “what is gross income” 
still is a difficult matter to determine. 
We still have a harsh situation 
where a corporation, by its estab- 
lished accounting practice, considers 
certain items not includible in gross 
income. By such action the corpo- 
ration might deem itself as not being 
a Personal Holding Company, and 
yet later, it might find itself classi- 
fied as such and may be caught un- 
awares, and subject to the high 
surtax rates of 65% and 75% as the 
case may be. 


A paradoxical situation exists in 
connection with foreign corpora- 
tions. The personal holding company 
provisions may be applied to a com- 
pany which is a foreign corporation, 
if such company meets the gross in- 
come and stock ownership tests and 
yet does not meet the definition re- 
quired in Supplement P, Section 331 
covering foreign personal holding 
companies. This is so, even though 
foreign personal holding companies 
are specifically exempt from Title 
1A of the law. 


In conclusion, I might state that 
the Society’s Committee on Federal 
Taxation, in co-operation with the 
American Institute of Accountants, 
has recommended, to the Treasury 
Department, amendments intended 
to eliminate certain hardships on 
bona fide corporations. 








New Provisions With Respect to Corporate 


Liquidations 
By J. S. Seman, C. P.A. 


HE Revenue Act of 1938 makes 

several changes with respect to 
corporate liquidations. For one, it 
enables liquidations to be spread 
over a four-year period instead of 
the previous three-year period, and 
yet permits the stockholders to report 
the profit as a capital gain. It pro- 
vides for certain liquidations brought 
about under SEC order. It enables 
a parent company that liquidated a 
subsidiary under the 1936 Act to 
use a different basis for the sub- 
sidiary’s assets from what was pro- 
vided in the 1936 law. 

The 1938 measure calls for addi- 
tional returns to be filed by corpo- 
rations in liquidation. An informa- 
tion return must be lodged within 
thirty days after the plan for liqui- 
dation has been adopted, and for 
this purpose liquidation includes re- 
tirement of part of the outstanding 
stock. Furthermore, the new law en- 
ables the Commissioner to require 
an information return in connection 
with the details of liquidation dis- 
tributions. 

But far and away the most im- 
portant corporate liquidation provi- 
sion inducted by the Revenue Act 
of 1938 is the one that permits cor- 
porations to wind up without taxing 
to its stockholders the unrealized 
appreciation on the corporate assets 
and without depriving the govern- 
ment of revenue. Let us rivet atten- 
tion on this provision. 

Its numerical reference is section 
112(b)(7) and an offshoot from it is 
sec. 113(a)(18). The statutory pat- 
tern was primarily designed to “un- 
freeze” personal holding companies, 
but in its application it applies to all 
corporations, personal holding or 
otherwise. Furthermore, though in 


its terminology it is confined to cor- 
porations that liquidate in Decem- 
ber 1938, it would not be surprising 
if the policy of this provision were 
made permanent in the tax statute. 
That was the prediction made when 
the provision was introduced on the 
floor of the Senate. The guiding 
factors were then said to be whether 
the provision would be found prac- 
ticable and equitable. 

Now let us see whether we can 
come to grips with the meaning and 
application of the provision. In the 
first place there are many prelimi- 
nary requirements that must be ob- 
served before the provision can be 
invoked. To apply, the situation 
must hit on all of the following 
cylinders: There must be gain to 
the stockholders in a complete liqui- 
dation; of a domestic corporation; 
the plan of liquidation must have 
been adopted after May 27, 1938, the 
effective date of the Revenue Act 
of 1938; the liquidation must begin 
and end in December 1938; suff- 
cient stockholders must elect to have 
the provision apply to their gains; 
and these elections must be filed 
within thirty days after the plan of 
liquidation has been voted. 

If we meet all these requirements, 
then the tax computation works 
about this way: The amount of tax- 
able gain is limited by the higher 
of either the money distributed by 
the liquidating corporation or its 
earnings and profits accumulated 
since February 28, 1913. That gain 
has a variation in treatment depend- 
ing upon who the stockholder is. 
In the case of a corporation, the gain 
is considered as a capital gain. In 
the case of an individual, trust, part- 
nership or other noncorporate stock- 
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holder, the gain is divided into two 
parts. To the extent of the stock- 
holder’s pro rata share of this 
“earned surplus” to which reference 
has just been made, the gain is con- 
sidered as a dividend. (That is 
where and how the government 
makes up for the lack of previous 
distributions on the part of the cor- 
poration.) The remainder of the 
gain is considered as a capital gain 
—short- or long-term, depending 
upon the period of holding by the 
stockholder. 

The interlink with the basis pro- 
vision is the natural follow-through 
in the case of non-recognized gain. 
The stockholder treats the liquidat- 
ing corporation’s assets as having 
the same basis as the basis of his 
stock, decreased by the amount of 
money received and increased by the 
amount of gain that is recognized on 
the liquidation. 

At this point it may be helpful to 
refer to the tabulation showing dif- 
ferent permutations and combina- 
tions that are possible under sec- 
tions 112(b)(7) and 113(a)(18). On 
line “a” is an example of the maxi- 
mum benefit possible under section 
112(b)(7), and that is the recog- 
nition of no gain on the liquidation. 
It results where the corporation has 
no cash and no surplus. Conversely, 
lines “g” and “h” indicate where 
there is no benefit from section 112 
(b)(7), in that there is presently 
taxed the same amount of gain as 
would be taxed without the benefit 
of section 112(b)(7). That situation 
arises where the assets are all in 
money or there is an earned surplus 
(since February 28, 1913) equal in 
amount to the gain that would other- 
wise be taxed. 

In tax law, there are and probably 
must be many “ifs” and “buts”. The 
provisions under consideration do 
not disappoint us in that regard. Let 
us, therefore, consider some of the 
refinements and limitations on what 
has thus far been covered. 


In the first place, we said there 
must be gain before section 112(b) 
(7) can be invoked. If.a stockholder 
has acquired his stock at different 
times and prices, and in respect to 
part of his holdings the liquidation 
will result in gain and in respect to 
another part there will be loss, 
section 112(b)(7) applies only to 
that part on which there is gain. 
Furthermore, the benefit of the sec- 
tion is confined to those who are 
shareholders at the time the liqui- 
dation plan has been adopted, and 
then only to the extent of their 
holdings at that time. 

Another important limitation arises 
in the case of corporate stockholders. 
There is excluded from the benefits 
of this provision a corporation that 
is in control of the liquidating com- 
pany. For this purpose the term 
“control” means the ownership of 


fifty per cent or more of the com- 


bined voting power of stock that can 
vote on the liquidation plan, if that 
ownership exists at any time be- 
tween April 9, 1938 and the date the 
liquidation plan is adopted. The 
date April 9, 1938 has significance 
because that is the date on which 
the provision, in its original form, 
was introduced on the Senate floor. 

The unhappy lot of the corpora- 
tion owning between 50% and 80% 
of the subsidiary’s stock is placed 
in sharp relief by section 112(b) (6), 
the other liquidation “out”. A cor- 
poration owning fifty per cent or 
more of the stock is barred from the 
benefits of section 112(b)(7). Un- 
der section 112(b)(6) a subsidiary 
can be wound up tax-free, but only 
if the parent owns at least eighty 
per cent, of the stock of the sub- 


sidiary. Corporations in the 50% 
to 80% no-man’s-land are thus 


barred from section 112(b)(6) and 
from section 112(b) (7). 

In the earlier outlines of the work- 
ings of section 112(b)(7) it was said 
that the amount of money distrib- 
uted is one of the limiting factors 
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in measuring the gain. “Money”, 
for this purpose, includes securities 
that were acquired by the corpora- 
tion on and after April 9, 1938. The 
purpose of this amplified concept of 
money is to prevent a corporation 
just prior to liquidation from con- 
verting its cash into marketable 
securities and thereby deflating the 
prospect of taxable gain. 

There is also an amplified version 
as to the sufficiency of elections that 
must be filed by or for the stock- 
holders. Stockholders are divided 
into two categories for this purpose: 
(1) corporations and (2) other than 
corporations —that is, individuals, 
partnerships, trusts, etc. Each one 
of these categories is separately pre- 
served and there must be elections 
filed by the voting strength of eighty 
per cent of each. By voting strength 
is meant stock entitled to vote on 
the liquidation plan. Note, however, 
that if those entitled to vote on the 
liquidation plan file elections in suf- 
ficient number, then the benefits of 
section 112(b)(7) apply not only to 
those stockholders but to all other 
stockholders whether they have 
voting rights or not, provided of 
course, they too file timely elections. 

In the matter of the earned sur- 
plus, a “wrinkle” here is that it is 
the earned surplus as of December 
31, 1938. Distributions made during 
the month of December are not con- 
sidered as a deduction from that 
surplus. 

Finally, as to the requirement that 
the liquidation be completed within 
the month of December, reference 
to the Conference Committee’s re- 
port on the provision authorizes the 
statement that if the corpgration is, 
for all practical purposes, wound up, 
the mere fact that provision is made 
for unascertained or contingent lia- 
bilities will not bar the application 
of the provision. 

Let us assume that we have all 
these “frills and fancies” out of the 
way. We are now faced with this 


practical question. Do we want to 
invoke section 112(b)(7)? It does 
not go without saying that section 
112(b)(7) is a benefit. It may very 
well be that a stockholder is best 
off if the liquidation is treated in 
the ordinary way under section 115 
(c). For one, in ordinary liquida- 
tion, the stockholder has the benefit 
of the capital gain rate for the entire 
gain, and that gain can be spread 
over four years if the liquidation 
takes that course. Furthermore, the 
stockholders may have losses to off- 
set the full gain that otherwise 
would be taxable under section 
115(c). Finally, under section 115 
(c), the corporate assets received by 
the stockholders have as their basis 
their value at the time of liquida- 
tion, whereas under section 112(b) 
(7) there is the restriction to which 
previous reference was made. 


Thus far, we have attempted to 
come to terms with section 112(b) 
(7) as it reads, or perhaps as ac- 
countants would read it, but a word 
of caution must be sounded. If we 
go along the amiable path that tells 
us that unrealized appreciation on 
the corporate assets goes off scott- 
free in the liquidation, we may some 
day be rudely and embarrassingly 
jarred into the opposite conclusion. 
Back in 1935, a decision was handed 
down by the Second Circuit in the 
case of Binzel, 75 Fed. (2d) 989, and 
there is language in that decision (to a 
large extent dictum) from which it 
may be argued that unrealized ap- 
preciation insofar as it has reference 
to assets purchased out of earnings, 
constitutes earnings and profits of 
a corporation (though nontaxable to 
the corporation) and hence a source 
from which dividends can be paid 
and will be taxed. Now of course 
if that becomes the governing prin- 
ciple, there is immediately nullified 
a vast part of the benefit of section 
112(b)(7) in that the section is 
stripped down to favorable applica- 
tion only with respect to those ap- 
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preciated assets that were purchased 
out of capital or sources other than 
earnings. (How to identify the 
source from which assets are pur- 
chased is a point that the court— 
fortunately for it—did not have to 
struggle with.) 

The band of benefit is further 
whittled down by the Board’s de- 
cision in Freshman, 33 B.T.A. 394, 
in which it was held that though a 
gain may not, under section 112, be 
recognized to the corporation for 
income tax purposes, nevertheless 
that gain constitutes earnings and 
profits out of which a taxable divi- 
dend may be paid. 

With respect to both of these 
cases, this much is true on the oppo- 
site side: In the first place, when 
the original section 112(b)(7) was 
introduced on the Senate floor, there 
was a sentence in it to the effect that 
unrealized appreciation shall not be 
considered as earnings and profits. 
This sentence was deleted in the 
final recast of the provision at the 
hands of the Conference Committee. 
We have no official statement ex- 
plaining the deletion. Unofficially, 
it appears that that sentence was 
deleted because it was considered 
surplusage. Furthermore, the regu- 
lations have for a long time declared 
that section 112 forms the measuring 
stick for the transmutation of gains 
and losses into “earnings and profits” 
as a dividend source. In the current 
regulations, Article 115-3 is the re- 
pository of this principle. The Binzel 
and Freshman cases blur the scene. 
Perhaps the Department will soon 
come to the rescue with some clari- 
fying pronouncements.* In_ the 
meantime, it looks as if we must 
wind up like the six-day bicycle 
racer who covers a great deal of 
territory and then finds himself 
right back to the point that he 
started from. 





Questions and Answers 


Question 1. Where stock is held 
by an estate or trust and the execu- 
tors or trustees are individuals and 
a corporation, is the stock figured as 
belonging partly to a corporation 
and partly to individuals for the pur- 
pose of determining the percentages 
of elections under section 112(b) (7)? 


Answer. An estate or trust is 
treated as a noncorporate stockhold- 
er regardless of the personnel of the 
executors or trustees. 


Question 2. Where securities ac- 
quired after April 9, 1938 are dis- 
tributed in the liquidation, at what 
basis do the stockholders figure these 
securities? Is it at their value at the 
time of distribution and the remain- 
ing stock base applied to the other 
assets distributed, or is the stock 
base apportioned to all of the cor- 
porate assets, including securities 
acquired after April 9, 1938? 

Answer. Securities acquired after 
April 9, 1938 are considered the same 
as money in determining the amount 
of gain to be recognized, but not in 
adjusting for the basis. The stock- 
holders’ basis is apportioned to all of 
the corporate assets including se- 
curities acquired after April 9, 1938. 
The apportionment is based on the 
relative value of all of these assets at 
the time of liquidation. 


Question 3. Where there is a 
parent and subsidiary corporation 
and it is desired to wind up both, is 
it better first to liquidate the sub- 
sidiary into the parent and then the 
parent to the stockholders, or vice 
versa? 

Answer. There may be a differ- 
ence in result depending upon which 
corporation is wound up first. The 
answer however can not be cate- 
gorically given. It depends on such 


*T. D. 4875 has since been promulgated but it does not clear the atmosphere. To the 
contrary, it refers to the nonrecognition of gain attributable to unrealized appreciation in 


value only of “certain” corporate assets. 
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factors as the amount of cash, sur- 
plus, and stockholders’ basis at the 
time of liquidation. 


Question 4. Is there any advan- 
tage in using cash to pay off cor- 
porate liabilities before liquidation 
as against distributing the cash sub- 


ject to the liabilities? 


Answer. There is a decided ad- 
vantage in paying off the liabilities 
first. The diminution in cash through 
the payment correspondingly dimin- 
ishes one of the yardsticks in meas- 
uring gain. The fact that there were 
liabilities to pay by the stockholders 
would not be regarded as a deduc- 
tion from the cash distributed to 
them. 


Question 5. Can a stockholder 
elect to get the benefit of section 


112(b)(7) as to part of his holdings 
and not as to the remainder? 


Answer. A split election can not 
be made. It is an all or nothing 
affair in the case of each stock- 


holder. 


Question 6. If the liquidation will 
involve a loss of 21% of the stock 
held either by corporations or indi- 
viduals, is it possible for any of the 
stockholders to get the benefit of sec- 
tion 112(b) (7)? 


Answer. The law is not clear on 
this point. Taking the language 
literally, it seems to say that elec- 
tions have significance only to those 
who benefit from section 112(b)(7). 
Stockholders who have losses can 
not benefit since the provision ap- 
plies only in the case of gain. 


Illustrations of Workings of Secs. 112(b) (7) and 113(a) (18) 
Ordinary Liquidation 


Assuming cost of stock to individual is $1,000 and value of assets 
distributed by corporation in liquidation $5,000, there is taxable gain of 


$4,000 in absence of the application of sec. 112(b)(7). 


The basis to the 


stockholders of the corporate assets distributed in liquidation is then $5,000. 
Effect of Secs. 112(b)(7) and 113(a)(18) under Same Circumstances 





Distributed in 
Liquidation 
(A) (B) (C) 
Property(1) Money  Surplus(3) 
(a) $5,000 None None 
(b) 4,500 $ 500 None 
(c) 4,500 ~ 500 $1,000 
(d) 5,000 None 1,000 
(e) 3,500 1,500) ~— 500 
(f) 2,000 3,000) — 3,000 
(g) None 5,000. “None 
(h) 5,000 None 5,000 


Gain Recognized 





(D) (E) (F) (G) 

Capital New 
Total Dividend Gain Basis (4) 
None None None $1,000 
$ 500 None $ 500 1,000 
1,000 $1,000 None 1,500 
1,000 1,000 None 2,000 
1,500 500 1,000 1,500 
3,000 3,000 None 1,500 
4,000 None 4,000 None 
4,000 4,000 None 5,000 


The underlying is of the higher of the figure in columns (B) and (C), respectively. 

(1) Except money, and securities acquired after April 9, 1938. 

(2) Including $500 securities acquired after April 9, 1938. 

(3) Earnings and profits since February 28, 1913. 

(4) All assets (including securities acquired after April 9, 1938 except money) received 


in liquidation. 
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Capital Gains and Losses under the 
Revenue Act of 1938 


By Maovrice Austin, C. P. A. 


ee treatment of capital gains 
and losses under our federal in- 
come tax law has this year under- 
gone drastic change. The new scheme 
of taxation of these items is prob- 
ably entirely satisfactory to no one, 
but, in any event, from the viewpoint 
of the taxpayer who realizes the 
gains or sustains the losses, there is 
no doubt that the new order is a 
decided improvement over the old. 
Like all controversial enactments 
during times of stress and change, 
the present method is a compromise, 
and contains within its framework 
a curious conglomerate of several 
principles which, either separately or 
in combination, have been embodied 
in our tax laws at various times in 
the past. While the tracing of these 
principles historically from their 
sources to their present manifesta- 
tions is both profitable and interest- 
ing, the time now available does not 
permit of more than an analysis of 
the provisions of the 1938 Act, and, 
in some instances, a comparison or 
contrast with corresponding provi- 
sions of the 1936 Act. 

The subject always involves two 
aspects: first, what are capital gains 
and losses; and, second, what do we 
do with them? Putting aside for the 
moment the question of what is in- 
cluded in the meaning of the terms 
“capital gain” and “capital loss,” let 
us first see how the new law requires 
us to treat them. 

So far as corporations are con- 
cerned, we find no change whatso- 
ever from the 1936 Act. Capital 
gains are taxed as ordinary income; 
capital losses, except for $2,000.00, 
are deductible only as against capital 





Public Accountants. 


gains of the same year, and may not 
be deducted from ordinary or non- 
capital gross income. 


But in the case of non-corporate 
taxpayers, namely, individuals, part- 
nerships, trusts and estates, we find 
major and sweeping changes. As to 
such taxpayers, capital gains and 
losses are now divided into two 
principal categories, depending upon 
whether the capital assets involved 
have been held for more or less than 
eighteen months. The items in the 
two categories are denominated, 
“long-term,” and “short-term,” capi- 
tal gains and losses, respectively. 
The rules applicable to each differ 
substantially. 

Dealing first with the short-term 
items: Short-term capital gains, repre- 
senting, in the legislative mind, the 
results of speculative transactions, 
are treated as ordinary income, fully 
subject to normal tax and surtax 
rates. Short-term capital losses are 
allowed as deductions only to the 
extent of short-term capital gains 
and are not deductible to any extent 
as against ordinary income or even 
as against long-term capital gains. 
There is no $2,000.00 exception to 
this limitation, as under the 1936 
Act. The limitation of the deducti- 
bility of short-term capital losses is 
in sharp contradistinction to the 
availability of ordinary deduction 
items as against both long-term and 
short-term capital gains, and, es- 
pecially, to the availability of long- 
term capital losses, subject to the 
percentage reductions to be referred 
to later, not only against short-term 
capital gains, but against ordinary 
income as well. In a joint return of 
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husband and wife, short-term capital 
losses of one spouse may not be de- 
ducted against short-term capital 
gains of the other, whether of the 
same year, or of the next. 


As a concession to the recognized 
fact that stock market movements 
proceed in cycles and that the losses 
of one year are the prelude to and 
perhaps the foundation of the profits 
of the next, a disallowed excess of 
short-term capital losses over short- 
term capital gains, to the extent that, 
if allowed, it would have been effec- 
tive in offsetting net income of that 
year, may be carried over as a de- 
duction against a net short-term 
capital gain, if any, of the next suc- 
ceeding taxable year, but only as against 
such a short-term gain. Since, if allowed 
in the first year, such disallowed ex- 
cess short-term loss could have been 
effective as a deduction only to the 
extent of the net income actually 
subjected to tax, the amount of such 
loss which may be carried forward 
is limited to the amount of the tax- 
able net income in the year of the 
loss. Thus, if in 1938, the taxable net 
income of an individual were $50,- 
000.00, and the disallowed excess of 
short-term losses over short-term 
gains were $80,000.00, the maximum 
amount which might be carried for- 
ward as against the net short-term 
capital gain, if any, in 1939, would 
be $50,000.00. The right of carry- 
over is limited to one year, and to 
make that limitation effective, it is 
provided that a carry-over loss may 
not be included in computing a net 
short-term capital loss of the second 
year to be available as a carry-over 
into the third year. 

Turning now to the long-term 
capital gains and losses: As already 
stated, long-term capital gains and 
losses are characterized by the fact 
that the capital assets involved have 
been held by the taxpayer for more 
than eighteen months. These gains 
and losses are further divided into 
two sub-groups, according to whether 


the capital asset has been held for 
more or less than twenty-four months. 
The general effect of the statutory 
provisions applicable to long-term 
gains and losses may be summarized 
as follows: 6624% of the amount of 
the eighteen to twenty-four month 
gains and losses, and 50% of the 
amount of the over twenty-four 
month gains and losses, are included 
in computing net income subject to 
normal tax and surtax, subject, how- 
ever, to the important proviso that 
the resulting tax on the gains shall 
not exceed 20% of the amount of 
the eighteen to twenty-four month 
gains plus 15% of the amount of the 
over twenty-four month gains, and, 
per contra, that the reduction in tax 
attributable to the losses shall not 
exceed 20% of the amount of the 
eighteen to twenty-four month losses 
plus 15% of the amount of the over 
twenty-four month losses. This re- 
sult is arrived at through the follow- 
ing statutory formula: 


6674% of the eighteen to twenty- 
four month gains and losses, and 
50% of the over twenty-four month 
gains and losses, are combined to 
produce a net long-term capital 
gain, or a net long-term capital 
loss, as the case may be. 

The tax to be paid is the amount 
arrived at through one of two 
alternative computations, namely: 


either the aggregate of the nor- 
mal tax and surtax on the net 
income, inclusive of the long- 
term capital items; or 

the aggregate of the normal tax 
and surtax on the net income ex- 
clusive of the long-term capital 
items, plus 30% of the net long- 
term capital gain, or minus 30% 
of the net long-term capital loss, 
as the case may be. 


Where there is a net long-term 
capital gain, the tax to be paid is 
the lesser of the amounts arrived at 
by the alternative computations ; 
on the other hand, where there is 


132 








Capital Gains and Losses under the Revenue Act of 1938 


a net long-term capital loss, the 
tax to be paid is the greater of the 
two amounts thus alternatively 
computed. 


The statute makes no express refer- 
ence to the 20% and 15% figures 
which I have mentioned; these figures 
represent 30% of 6624%, and 30% of 
50%, respectively. 

It is perhaps worth noting, in pass- 
ing, that in computing the earned net 
income credit, where net income is 
a possible limiting factor, and in 
computing the 15% limitation on 
the deduction for contributions, the 
net income to be taken into account 
is the net income computed after 
inclusion of the net long-term capital 
gain or after deduction of the net long- 
term capital loss, as the case may be, 
regardless of which of the alternative 
methods of taxation just mentioned 
is applicable. 


New rules are provided for part- 
nerships. Every partnership is re- 
quired, first, to segregate its capital 
gains and losses from ordinary in- 
come; second, to compute the result- 
ing net short-term capital gain or 
loss and net long-term capital gain 
or loss, just as if the partnership 
were an individual, including in the 
computation 6624% of the 18 to 24 
month items and 50% of the over 
24 month items; and, third, to com- 
pute its ordinary net income or its 
ordinary net loss, representing the 
net result of its non-capital transac- 
tions. Each partner, in his return, 
must include his distributive share 
of the partnership’s ordinary net in- 
come or loss; must include as part 
of his short-term capital gains or 
losses, his distributive share of the 
net short-term capital gain or loss 
of the partnership; and must com- 
bine with his net long-term capital 
gain or loss, as otherwise determined, 
his distributive share of the part- 
nership’s net long-term capital gain 
or loss. 

In the case of ordinary trusts and 


estates there is no provision for ap- 
portioning capital gains and losses 
to beneficiaries corresponding to the 
provision just described with re- 
spect to partnerships. This omission 
is presumably accounted for by the 
fact that such items are usually tax- 
able to or deductible by the trust or 
estate, itself, rather than the bene- 
ficiaries. However, in the case of 
a common trust fund, which is a sort 
of investment pool for trusts and 
estates having a common fiduciary, 
there is a provision for apportioning 
such gains and losses to the partici- 
pant trusts and estates which exactly 
parallels the corresponding provi- 
sion in the case of partnerships. 


As under the earlier Revenue Acts, 
capital gains and losses result only 
from transactions in so-called “capi- 
tal assets.” Under the 1936 Act, it 
will be recalled, capital assets in- 
cluded all property held by a tax- 
payer, with only two exceptions, 
namely: stock in trade or other prop- 
erty properly includible in inven- 
tory, and property held primarily 
for sale to customers in the ordinary 
course of a trade or business. To 
these exclusions from the capital as- 
sets category, the 1938 Act has 
added that of property, used in a 
trade or business, of a character 
which is subject to allowance for de- 
preciation. This new exclusion cov- 
ers buildings, machinery, equipment, 
fixtures, leaseholds, patents, etc. It 
renders unnecessary the practice, 
quite prevalent in the past, of aban- 
doning, rather than selling, old ma- 
chinery and fixtures, in order to in- 
sure the treatment of the resulting 
loss as an ordinary, and not a capi- 
tal, loss. In the case, however, of 
a sale of land and building used in 
a business, it is now necessary to 
apportion the gain or loss between 
the gain or loss on the building, 
which would be an ordinary gain or 
loss, and the gain or loss on the land, 
which would be a capital gain or 
loss. A similar problem arises in the 
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case of any sale by a business or- 
ganization of a combination of de- 
preciable and non-depreciable prop- 
erty other than stock in trade or 
other inventory items. 

Again, as in the past, it is provided 
generally that capital gains and 
losses result only from the sale or 
exchange of capital assets. Specific ex- 
ceptions were made in the prior Acts 
to the requirement of sale or exchange 
in the case of short sales, gains and 
losses attributable to the failure to 
exercise privileges or options to buy 
or sell property, and gains or losses 
to the holder upon the retirement of 
corporate or government obligations 
issued with interest coupons or in 
registered form. These exceptions 
have been continued in the 1938 Act, 
and two new ones have been added, 
namely: losses from worthless cor- 
porate stock or rights to subscribe 
for or receive such stock, and, except 
in the case of banks, bad debt losses 
on corporate or government obliga- 
tions issued with interest coupons 
or in registered form. Hitherto such 
losses have been treated as ordinary 
losses, fully deductible as such; now 
they are capital losses, and subject 
to the applicable limitation. For 
the purpose of classifying such losses 
as short or long-term, and as 
eighteen to twenty-four month, or 
over twenty-four month, the loss is 
deemed to have resulted from the 
sale or exchange of a capital asset on 
the last day of the taxable year in 
which the stock or stock rights be- 
came worthless, or in which the 
corporate or government obligation 
was ascertained to be worthless and 
charged off, as the case may be. 


In the case of distributions in liqui- 
dation by a corporation, the recog- 
nized gain or loss is treated as a 
capital gain or loss, except to the 
extent that such a gain may be 
treated as a dividend, either by 
reason of the provisions of Section 
112(b)(7), which have been dis- 
cussed earlier today by another 


speaker, or by reason of the pro- 
visions of Section 115(g), which deal 
with stock cancellations and re- 
demptions which are _ essentially 
equivalent to taxable dividends. A 
loss on liquidation is treated just the 
same as any other capital loss, ac- 
cording to the period for which the 
stock was held. A liquidation gain, 
however, is treated as a short-term 
capital gain, fully taxable at normal 
tax and surtax rates, unless the 
liquidation meets the _ statutory 
definition of “complete liquidation.” 
This term includes either a single 
distribution in final and complete 
liquidation, or one of a series of dis- 
tributions in complete cancellation 
or redemption of all of the corpora- 
tion’s stock, made in accordance with 
a bona fide plan of liquidation under 
which the transfer of the property 
under the liquidation is to be com- 
pleted within not more than four 
successive taxable years, including 
the year of the first distribution un- 
der the plan, or if the first distribu- 
tion was made in a taxable year gov- 
erned by the Revenue Act of 1936, 
then within not more than three 
successive taxable years, including 
the year of the first distribution. It 
is apparent that a retirement or re- 
demption of an issue of preferred 
stock would not meet this definition 
since it would not involve a plan for 
the complete cancellation or redemp- 
tion of all of the corporation’s stock. 
Accordingly, as has been the case 
since 1936, a noncorporate holder of 
preferred stock purchased below re- 
demption price might well find it to 
his advantage, whenever redemption 
in the near future becomes a cer- 
tainty, to sell the stock rather than 
to hold it for redemption, thus hav- 
ing his gain taxed as a long-term, 
rather than as a short-term, capital 
gain. 


The requirement of segregation 
of capital gains and losses as 
between long-term and short-term, 
and of dual classification of the long- 
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term items, makes the period for 
which a capital asset has been held 
a factor of prime importance in the 
case of noncorporate taxpayers. 
While ordinarily the actual holding 
period is also the holding period for 
the purpose in hand, the successive 
Revenue Acts have, over the years, 
developed certain exceptions made 
necessary in order to correlate these 
provisions with the statutory “tax 
basis” provisions. These exceptions 
have dealt with tax-free exchanges 
and distributions, in which there is 
either a substituted or allocated 
basis; certain changes in ownership 
of property, such as gifts or trans- 
fers in trust, where the basis in the 
hands of the former owner persists 
in whole or in part in the hands of 
the transferee; and stock or securi- 
ties, the acquisition of which re- 
sulted in the disallowance of a loss 
under the wash sales provisions. 
The rules applicable to these excep- 
tions provide, in general, for com- 
puting the period of ownership from 
the focal date as of which the “tax 
basis” of the property sold is de- 
termined, rather than from the date 
of actual acquisition thereof. The 
1938 Act makes but a minor addition 
to these exceptions, dealing with tax- 
free distributions of securities made 
as a result of an order of the Securi- 
ties and Exchange Commission un- 
der authority of the so-called “death 
sentence” provision of the Public 
Utility Holding Company Act of 
1935, as to which it is provided, as 
in the case of other tax-free distri- 


butions, that the holding period of 
the distributed stock or securities in- 
cludes the period, prior to the dis- 
tribution, for which the taxpayer 
held the stock or securities upon 
which the distribution was made. 


As you will have no doubt already 
concluded, the foregoing is but a 
skeleton outline of the changes in 
these provisions which have been 
brought about by the Revenue Act 
of 1938. Had time permitted, there 
are points of interest on the subject 
of capital gains and losses which 
might well have been dwelt upon. 
Reference might have been made to 
the confusion in the recent decisions 
on the status, whether as ordinary 
loss or capital loss, of the losses of 
the owner and mortgagee, respec- 
tively, in mortgage foreclosures and 
related __ transactions. Reference 
might have been made to the Win- 
mul decision and its effects; and to 
the treatment of transfer taxes on 
sales of securities, and so on. Some 
of the more current items will per- 
haps be dealt with later this evening. 


In closing, may I utter the 
thought, no doubt consoling to 
clients and practitioners alike, that 
what I have outlined this evening 
may be but a temporary phase, if 
the rumors now current about pos- 
sible changes in the forthcoming 
Congress have any basis in reality, 
and that before another year has 
passed, we may be facing still another 
scheme of taxation of capital trans- 
actions. 
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Review of Important New Decisions, 


Rulings, etc. of the Past Year 
By Lestie Mitts, C.P.A. 


ONTROVERSIES involving 

taxes constitute by all measures 
the principal source of litigation now 
presented for settlement to our Fed- 
eral Courts by a troubled govern- 
ment and its equally troubled tax- 
payers. In the last completed term 
of the Supreme Court nearly one- 
third of the cases disposed of by 
written opinion dealt with taxes. 
When we add the tremendous num- 
ber of similar cases dealt with by 
lower courts and the Board of Tax 
Appeals, it will readily be seen that 
a comprehensive review of new deci- 
sions during the past year could not 
be presented within the time limita- 
tions necessarily imposed upon this 
paper. Consequently the decisions 
and rulings which I shall mention 
constitute merely a sampling guided 
only by the requirement that they 
should be of general application, and 
therefore most likely to be of inter- 
est to members attending this meet- 
ing. 

These decisions and rulings have 
been classified broadly into four 
groups according to their applica- 
tion; first to income inclusions, sec- 
ond to computation of income, third 
to deductions, and fourth to compu- 
tation of tax. 


Income Inclusions 

The subject of stock dividends fur- 
nishes a good example of the para- 
mount role played by the courts in 
Federal income tax matters. The 
Supreme Court started the trouble 
in 1920 by declaring the statutory 
provision concerning stock dividends 
unconstitutional (Eisner v. Macomber, 
3 AFTR 3020). Congress amended 


the statute in accordance, so it believed, 
with that decision of the Court. Then 
in 1936, the Court handed down a deci- 
sion which changed the understanding 
of the problem which had prevailed 
generally for sixteen years (Koshland 
v. Helvering, 17 AFTR 1213). As you 
know, in the Revenue Act of 1936 
Congress turned the whole problem 
over to the taxpayer and his ad- 
visors, saying that if, under the Six- 
teenth Amendment a particular stock 
dividend could be taxed, it was so 
taxed—otherwise it was not. This 
of course returned the problem to 
the Courts, and some progress has 
been made toward clarification dur- 
ing the past year. 

The celebrated Koshland decision, 
which in 1936 started the present un- 
certainty, declared that income with- 
in the meaning of the Sixteenth 
Amendment resulted from the re- 
ceipt of common stock as a dividend 
on preferred stock, since the stock- 
holder was given “an interest differ- 
ent from that which his former 
stockholdings represented.” 

Early this year, the applicability 
of this rule to other situations was 
clarified by the Supreme Court decision 
in Helvering v. Gowran (19 AFTR 
1226). Here the Court found that a 
dividend paid on common stock in 
preferred stock, some of which was 
already outstanding, changed the 
interests of the stockholders suffi- 
ciently to bring the transaction with- 
in the constitutional powers of Con- 
gress to tax as income. 

You will observe that in the Kosh- 
land case a change occurred in the 
relative interests in the surplus of 
the corporation, of the different 
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classes of stockholders, while the 
Gowran situation changed merely 
the relative interests of each class in 
future income or losses. The Court 
may therefore be said to consider 
any stock dividend the receipt of 
which results in a change of a share- 
holder’s interest, (other than a mere 
increase in the number of shares rep- 
resenting his equity) is income sub- 
ject to tax at the will of Congress. 

On two recent occasions, the 
Board of Tax Appeals ruled that a 
stock dividend on common stock, 
payable in preferred stock none of 
which was outstanding before, con- 
stituted the receipt of income under 
the constitution (Kelly Trust 38 
BTA No. 128, H.F. Asmussen memo 
BTA 10/27/38). Here you can see 
that the only change in the interest 
of the stockholders is that their 
equities are divided into two differ- 
ent kinds of property—they can sell 
an interest in the corporate assets of 
a type which they could not sell be- 
fore. If such a change in interest 
comes within the rule of the Su- 
preme Court in the Koshland case, it 
would seem that the only sort of 
stock dividend which does not result 
in income is common stock paid on 
common stock. 

The importance of this problem to 
us lies not only in its application to 
stock dividends declared now and in 
the future, but also in the determina- 
tion of gain or loss on sale or ex- 
change of stock involved in stock 
dividends in past years. While Con- 
gress exempted from taxation all 
stock dividends during the period 
from 1921 to 1936, nevertheless the 
nature of the transactions under the 
above rules determines whether or 
not the new stock shares in the basis 
of the original stock. 

Turning now to another illustra- 
tion of the influence of court deci- 
sions on the determination of income 
for taxation, let us consider three 
Circuit Court decisions handed 
down this year on the subject of gain 


or loss realized from the sale by a 
corporation of shares of its own 
stock. The history of the problem is 
interesting. For many years the 
position of the Treasury Depart- 
ment and of the Board of Tax Ap- 
peals was that no income or loss 
could be realized by a corporation on 
such a transaction. As a result of 
dicta in a decision in 1932 by the 
U.S. Circuit Court of Appeals, First 
Circuit, in the case of S. A. Woods 
Machine Company (11 AFTR 25, 
certiorari denied by Supreme Court) 
the Commissioner in 1934 amended 
his Regulation to provide in effect 
that whether or not dealings by a 
corporation in shares of its own capi- 
tal stock gave rise to taxable gain 
or deductible loss depended upon the 
real nature of the transaction, to be 
ascertained from all its facts and cir- 
cumstances. (See Art. 22(a)16 of 
Regulations 94.) 

A case involving such a situation 
reached the Third Circuit on an ap- 
peal by First Chrold Corporation 
from a Board decision (97 F.2d. 22). 
The taxpayer had purchased its own 
stock from dissatisfied subscribers 
and later sold the stock at a profit. 
The taxable year in question was 
1933. The Court held that the shares 
had been bought and sold as if 
they were not the corporation’s own 
shares and that therefore the gain 
was taxable. That case was decided 
on May 26, 1938. 

On June 6, 1938 the Reynolds 
Tobacco Company case involving 
treasury stock transactions was de- 
cided by the Fourth Circuit (R. J. 
Reynolds Tobacco Company v. Com- 
missioner, 97 F. 2d. 302). The Court 
held that profits realized by the tax- 
payer corporation on sales of its 
treasury stock did not result in tax- 
able income because the transactions 
occurred prior to the amendment of 
the Regulations in 1934, and because 
up to that time there had been con- 
sistent administrative interpretations 
holding that a corporation’s transac- 
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tions in its own shares resulted in 
neither a taxable gain nor a deducti- 
ble loss. In ther words the Court 
held the Commissioner’s Regulation 
ineffective because the taxpayer was 
not aware of its import when the dis- 
puted transactions took place. 


On July 11, 1938 the Second Cir- 
cuit handed down a decision on the 
same subject (E. R. Squibb & Sons v. 
Helvering, 98 F. 2d. 59). In this case 
the Court stated that a corporation 
could not realize gain on the sale of 
its own stock, provided such a sale 
was at a price not more than the true 
value of the shares. The Court held 
that the corporation, in transactions 
relating to transfers of its own 
shares, was the collective group of its 
shareholders. Thus the sale of treas- 
ury stock for the true value of such 
shares resulted in the realization of 
no gain to the group, but merely an 
addition to their members. In its 
opinion the Court said that “the uni- 
form interpretation, so long placed 
upon Sec. 22a by the Regulation and 
confirmed by the inaction of Con- 
gress, was embodied in the statute 
so deep that only legislation could 
dislodge it.” 

The conflict between the circuits 
places the matter before the Supreme 
Court, which has granted petitions 
for certiorari in the Reynolds and 
First Chrold cases. 

Considering now another type of 
income, we take up the question of 
salaries and other payments for 
services rendered to states, their sub- 
divisions and agents. This matter 
was the subject of comment during 
the year by courts and by others as 
well. In April of this year President 
Roosevelt addressed a message to 
Congress asking that it take action, 
within the limits of its constitutional 
powers, to subject to federal taxa- 
tion the salaries of state employees, 
and also to enable the states to tax 
similar income of federal employees. 

The extent of these exemptions 
from income taxation arose gener- 


ally from decisions of the federal 
courts in prior years, appraising the 
nature of the services rendered by 
the officers and employees in ques- 
tion. The problem was thus created 
by the courts and to a large measure 
the solution lies in their hands. 
Decisions on this subject during the 
year seem to narrow previous no- 
tions of what duties constitute essen- 
tial government functions, therefore 
constitutionally exempt from taxa- 
tion. Decisions involving employees 
of the Port of New York Authority, 
a creation of the states of New York 
and New Jersey, resulted in the im- 
position of tax upon their salaries, 
hitherto assumed to be exempt. The 
reasoning embodied in these de- 
cisions of the Supreme Court (Helver- 
ing v. Gerhardt et al., 304 U. S. 405) 
was closely followed by the Circuit 
Court, Fifth Circuit, less than a month 
later (Commissioner v. J. Russell Wait, 
96 F. 2d. 1016). Thus uncertainty now 
exists as to the tax status of the compen- 
sation of many public employees whose 
duties are not clearly essential and or- 
dinary functions of government. 


A type of taxable income which 
has frequently caused surprise and 
annoyance to taxpayers may arise 
out of the cancellation of debts. The 
matter was clarified during the year 
by the passage of the Chandler Act, 
amending the bankruptcy act. The 
previous position of the Commis- 
sioner on this point is embodied in 
Art. 22(a) 14 of Regulations 94, and 
similar articles of prior Regulations. 
In this article the Commissioner 
holds that income is not realized by 
a taxpayer by virtue of the discharge 
of indebtedness as the result of an 
adjudication in bankruptcy or by 
virtue of a composition agreement 
among his creditors if immediately 
thereafter the taxpayers’ liabilities 
exceed the value of his assets. A 
problem of this nature was presented 
to the Board of Tax Appeals last 
year in the Lakeland Grocery case 
(36 BTA 289). This decision dis- 
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agreed with the Regulations by hold- 
ing that cancellation of indebted- 
ness could not result in the realiza- 
tion of income by a debtor in an 
amount in excess of his solvency 
after the cancellation. 

In November 1938, the Commis- 
sioner issued a Treasury Decision 
(TD 4871) amending the Regula- 
tions to give effect to the new act, 
both as to the status of debts can- 
celled and also as to the basis for 
computation of gain or loss on sale 
or exchange of the assets remaining, 
a matter also covered by the new 
statute. 

The new Regulations are silent as 
to the rule of the Lakeland decision, 
noted above. However, considering 
that rule, the present situation may 
be summarized as follows: 

(1) If debts are adjusted or modi- 
fied by proceedings under the 
Chandler Act, no taxable income will 
be realized by the debtor ; 

(2) If debts are modified or ad- 
justed by agreement, composition, 
etc., without bringing the transac- 
tions within the scope of the 
Chandler Act, taxable income may 
be realized, but not in excess of the 
net value of the assets left to the 
debtor. 


Determination of Income 

An important decision of the 
United States Supreme Court in its 
last term requires reconsideration of 
many reorganization transactions 
which hitherto have been presumed 
to be in accordance with the tax- 
free rules of the revenue acts. This 
decision, (U. S. v. Hendler, 19 AFTR 
1158) concerns a corporation which 
transferred all its assets to another 
corporation in exchange for shares 
of the latter’s capital stock and the 
assumption of outstanding liabilities. 
The transaction was in the form of 
a tax-free reorganization. In ac- 
cordance with the provisions of Sec- 
tions 112, such transactions result 
in no income to the transferor except 


in cases where boot is received. 
When such boot is received, the acts 
provide that income may be realized 
in an amount not to exceed the 
amount of the boot. Undoubtedly, 
in many reorganizations of past years 
liabilities have been assumed by the 
parties, who have not considered 
that such assumption of liabilities 
constituted the transfer of money or 
property, constituting boot. How- 
ever, in the Hendler case the Su- 
preme Court declared that the trans- 
feror received the equivalent of 
money or property by reason of the 
discharge of its liabilities. Thus in- 
come was received which could be 
taxed up to the amount of these 
liabilities. This interpretation may 
result not only in the determination 
of income in many past transactions 
assumed to be tax free, but also will 
require a recomputation of the basis 
of assets received in such exchanges, 
because such assets have a basis to 
the transferee equal to that of the 
transferor increased by the amount 
of gain recognized. 

Another Supreme Court decision 
embodies the same principles applied 
to somewhat different circumstances. 
In this case, (Minnesota Tea Co. v. 
Helvering, 19 AFTR 1258) debts of 
the corporation were assumed by the 
shareholders. Here the court held 
that the assumption of the debts gave 
rise to income, taxable to the cor- 
poration under Section 112(d)2. 

Turning now to income arising 
from property received from a part- 
nership, we find that the revenue 
act now in effect provides that if a 
partnership distributes property to 
its partners in kind, the basis of such 
property in the hands of the partner 
is such part of the basis to him of 
his partnership interest as is proper- 
ly allocable to such property. (Sec- 
tion 113(a)13 of the Revenue Act 
of 1938). 

G.C.M. 20251 issued in August 
1938 clarifies the method to be used 
in applying the provisions in this 
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section. It states that the amount 
to be allocated in accordance with 
the act is to be based upon the mar- 
ket value of the assets of the part- 
nership at the date of the transac- 
tion. This ruling is important to a 
partnership contemplating distribu- 
tions to its members. A substantial 
difference in tax may result depend- 
ing upon whether the partnership 
sells its property and distributes the 
proceeds, or distributes the property 
in kind. 

The memorandum also states that 
such property distributed in kind is 
to be treated as being held by the 
partners since the date of its acqui- 
sition by the firm. This of course 
is important in the application of 
the percentages required in the deter- 
mination of capital gains and losses 
of individuals, under the current 
revenue act. 

The section just referred to also 
provides that the basis to a partner- 
ship of property transferred to it by 
a partner shall be the partner’s basis. 
This provision was first written into 
the revenue act in 1934. Prior to that 
law the basis to a partnership for 
determination of gain or loss had 
been held to be market value on the 
date the assets were transferred. 
After enactment of the 1934 act the 
Treasury Department attempted to 
apply the new provisions to cases 
arising under the earlier statutes. In 
Eaton v. Commissioner (37 BTA 715) 
the Board overruled the Treasury 
Department and held that the basis 
to the partnership in the case at issue 
(involving the 1928 act) was prop- 
erly the market value on the date the 
assets were acquired by the firm. 


Deductions 

The question of deductibility of 
expenses of individual taxpayers, 
such as professional fees, salaries, 
etc. paid in connection with income 
received from investments, was con- 
sidered by the Board of Tax Appeals 
in two recent cases (Roebling 37 BTA 


82, Groves 38 BTA #96). This sub- 
ject is of particular interest to us 
as accountants, since our fees are 
frequently involved. As a result of 
these two decisions and previous de- 
cisions and rulings cited by the 
Board, the situation may now be 
summarized as follows: 

1. Such expenses are allowable if 
they are incurred in connection with 
a business. 

2. Management of investments in 
stocks, bonds, etc. by investors who 
take an active interest in such man- 
agement constitutes a business for 
the purposes of the above rule. 

In other words expenses incurred 
by an active investor managing his 
personal investments are proper de- 
ductions from his taxable income. 
These deductible expenses would 
properly include professional fees in 
connection with income taxes aris- 
ing from investment income. If an 
investor is passive, and therefore is 
merely hiring someone to perform 
duties and obligations which he 
could well do himself if he chose, 
such payments are net proper tax 
deductions. 

The deduction of casualty losses 
on non-business property, a matter 
of particular interest to individual 
taxpayers, was considered by two 
Circuits of the Court of Appeals dur- 
ing the year with entirely contrary 
and irreconcilable results (Helvering v. 
Obici 97 F.2d. 431, Helvering v. Owens 
95 F.2d. 318). The Commissioner 
has ruled that the deductible loss in 
such cases is the difference between 
the fair market value of the property 
before and after the casualty. The 
Circuit Court, Fourth Circuit, has 
agreed with that rule in the Obici 
case, decided June 1938. However, 
three months earlier the Second Cir- 
cuit in a similar case applied the 
strict formula of the revenue act to 
the determination of the basis for 
loss (See Sec. 231 of Revenue Act 
of 1938). This formula provides that 
(in most cases) the basis shall be 
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cost adjusted for depreciation al- 
lowed or allowable. Since no depre- 
ciation is allowable on non-business 
property, the effect is to permit the 
use of cost, although this obviously 
may result in a tax deduction in ex- 
cess of the actual economic loss to 
the taxpayer. The Supreme Court 
has granted writ of certiorari in both 
cases so that a final settlement of the 
controversy may be expected this 
term. 


The deductions properly allow- 
able to that great body of taxpayers 
reporting on the cash basis are af- 
fected by General Counsel Memor- 
andum 20307, issued in July 1938. 
This ruling concerns the time for 
deduction by a taxpayer on the cash 
basis of insurance premiums paid in 
advance for a period of more than 
one year. It reverses the previous 


attitude maintained by the Bureau . 


since 1934. The Bureau had held 
consistently that such premiums 
should be deducted only during the 
year when the insurance benefits 
were received. However, as a result 
of a 1938 decision of the Circuit Court 
of Appeals (Welch v. DeBlois, 94 F.2d. 
842) upholding the contention of a 
cash-basis taxpayer that such pre- 
miums are deductible as paid, the 
Bureau has revised its ruling to con- 
form with this decision. However, 
it should be noted that subsequent 
to the above decison, the Board of 
Tax Appeals has refused to follow 
the court on this matter (Jefhson, 37 
BTA 1117). 


Computation of Tax 


In conclusion, I have two points 
of interest with regard to determin- 
ing the amount of tax liability, after 
the amount of income and deduc- 
tions are known. The first concerns 
taxpayers who have received divi- 
dends from British securities, and 
was discussed in the case of Biddle v. 
Commissioner decided by the Supreme 
Court early in the year (19 AFTR 
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1253). This case concerned the 
treatment for federal income tax 
purposes by an American share- 
holder of the British tax on corpora- 
tions. The British method of col- 
lecting taxes on income is to impose 
a tax upon the income of a corpora- 
tion, and to permit a shareholder 
receiving dividends to give effect to 
his pro rata share of that tax in 
computing the tax upon his indi- 
vidual income. If by reason of other 
items of income or deductions the 
income of the individual calls for a 
tax at a rate other than that imposed 
upon the corporation from which he 
has received income, an adjustment 
is made. The objective of this sys- 
tem is to avoid double taxation upon 
the same income, and is similar in 
result though not in form to provi- 
sions of former revenue acts of this 
country. You will remember that 
formerly distributions of corporate 
income were not subject to the nor- 
mal tax imposed upon individuals. 
Section 131 of the present statute 
and similar sections of prior statutes 
permit a stockholder to take credit 
for taxes paid to foreign govern- 
ments. The question in this case 
was whether or not the British stan- 
dard tax on corporations was a tax 
imposed upon its shareholders. De- 
spite the form of the British statutes 
imposing the tax in question the 
Supreme Court decided that in ac- 
cordance with American rulings the 
tax in question was entirely a cor- 
poration tax. The decision therefore 
held that the American stockholder 
should include as income subject to 
taxation only the net amount re- 
ceived from the corporation as a 
dividend. The more favorable meth- 
od from a tax standpoint of includ- 
ing the gross amount as income and 
taking the pro rata share of the 
British standard tax as a credit is 
therefore not permissible. 

It is interesting to note the com- 
ment of the court upon the effect of 
rulings promulgated by the Treas- 
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ury Department during past years, 
holding that such taxes are imposed 
on shareholders. The taxpayer ar- 
gued that it should be presumed that 
Congress, in reenacting a statute, 
will ascertain interpretations placed 
upon provisions of prior acts, and, 
knowing its own intention, will cor- 
rect administrative rulings ifthey are 
wrong. The court held that such a 
presumption cannot apply to rulings 
upon the intent of other legislative 
bodies, and emphasized that “where 
the law is plain, the subsequent re- 
enactment of a statute does not con- 
stitute adoption of its administrative 
construction.” 

The other point I wish to bring to 
your attention concerns the credit 
allowed to individual taxpayers for 
the support of dependents. While 


this matter does not involve a great . 


deal of tax, it is of general interest, 
since so many individual taxpayers 
are entitled to the benefit of the 
relevant sections of the act. It has 
been commonly understood claim 
credit may be claimed for an adult 
dependent only if the dependent is 
incapable of self-support because of' 
some more or less permanent mental 


or physical infirmity. Prior to 1934, 
the status at the end of the taxable 
year was controlling. In subsequent 
years, the credit has been prorated in 
proportion to the part of the year 
during which the requirements were 
met. However, the new ruling al- 
lows the credit if an adult is tempo 
rarily dependent as, for example, 
during a temporary illness. While 
this ruling is in accord with the pro- 
visions of the statute it seems to 
present to the Bureau some diffi- 
culty of administration and audit. 

Finally, I refer you to the Supreme 
Court decision of January 3, 1938 in 
in the case of U. S. v. Andrews, regard- 
ing claims for refund. The taxpayer 
attempted to introduce new grounds 
in a timely claim for refund after 
expiration of limitation. The court 
refused to permit the amendment, 
stating that the Commissioner could 
not be asked to consider facts not 
brought to his attention within the 
statutory period. The decision was 
followed by the Second Circuit last 
July. We therefore are charged with 
the duty of including in claims for 
refund reference to all possible facts 
upon which the taxpayer may need 
to rely. 
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Changes in NewYork State’ Tax Laws in 1938 


By Leo Matrersporr, C. P. A. 


HE year 1938 witnessed many 

important changes in the New 
York State tax law. A few of these 
mark departures in the theory of the 
tax setup in this state, notably those 
dealing with the taxation of capital 
gains for personal income tax pur- 
poses and the separate classification 
of investment trusts for the levying 
of the franchise tax, with permission 
granted to such trusts to allocate 
income in and out of the state irre- 
spective of the fact that they may 
not be doing business or have a place 
of business outside of the state. 

Let us first examine the changes 
brought about in the personal income 
tax law which, for the purpose of 
this discussion, will be deemed to 
include the unincorporated business 
tax. As you are aware, the legisla- 
ture has continued for another year 
the unincorporated business tax and 
the 1% emergency tax on net in- 
comes. There has been some talk 
about making the unincorporated 
business tax a permanent feature of 
our taxing system, but I think it is 
a little too early to venture a pre- 
diction as to whether or not this will 
be done. 


Probably the most far-reaching 
amendment to the income tax law 
was brought about by Chapter 511 
of the Laws of 1938. This chapter 
segregates from net income all capi- 
tal gains and capital losses and taxes 
the net capital gain, which term is 
defined as the excess of capital gains 
over capital losses at one-half the 
rates to which ordinary net income 
is subject. Net capital losses may 
uot be carried forward nor may they 
be applied against ordinary income. 
A taxpayer computes his tax on net 
capital gains by starting in the low- 





est brackets irrespective of what 
brackets his ordinary net income 
falls into. There is a provision that 
the exemptions (including credit for 
dependents) must first be applied 
against ordinary net income and if 
the ordinary net income is less than 
the exemptions, the excess of the 
exemptions may then be applied to 
net capital gains. 

The law defines the words “capital 
gain” to mean the gain or profit from 
the sale or exchange of capital assets, 
and “capital loss” to mean a loss re- 
sulting from such sale or exchange. 
The words “capital assets” are de- 
fined to “mean property held by the 
taxpayer (whether or not connected 
with his trade or business), but do 
not include stock in trade of the tax- 
payer or other property of a kind 
which would properly be included in 
the inventory of the taxpayer if on 
hand at the close of the taxable year, 
or property held by the taxpayer pri- 
marily for sale to customers in the 
ordinary course of his trade or busi- 
ness.” 

The words “sale or exchange” are 
defined to “include in addition to 
their ordinary meeting, transactions 
involving (a) short sales of property, 
(b) the failure to exercise privileges 
or options to buy or sell property, 
(c) the retirement of stocks, bonds, 
debentures, notes, or certificates or 
other evidences of indebtedness is- 
sued by any corporation (including 
those issued by a government or a 
political subdivision thereof) with 
interest coupons or in registered 
form, (d) shares of stock and rights 
to receive such shares, bonds, de- 
bentures, notes, or certificates or 
other evidences of indebtedness is- 
sued by any corporation (including 
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those issued by a government or po- 
litical subdivision thereof) with in- 
terest coupons or in registered form, 
which are determined to be worth- 
less and charged off during the tax- 
able year and (e) complete or par- 
tial liquidation of a corporation 
whereby a_ stockholder receives 
liquidating dividends.” 

In this last definition you will 
notice what is patently an error and 
which, I have been informed, will be 
corrected at the next session of the 
legislature. Worthless shares of 
stock, according to the definition, 
may be claimed as deductions in the 
years in which they are determined 
to be worthless and charged off. 
Heretofore, under both the Federal 
and State statutes, this has been 
the test of worthlessness of bad debts 
only. Stock could only be claimed 
as worthless in the year in which it 
actually became worthless. 

Provision has been made, in the 
case of partnerships, for including in 
the return of each partner his dis- 
tributive share of the net capital 
gain. The law as it now stands 
would not permit any net capital loss 
of a partnership to be distributed 
among the partners, but on this 
point, too, I am informed, a change 
will be made so that a partner may 
obtain in his individual return the 
benefit of his distributive share of 
the net capital losses to be applied 
against whatever net capital gain he 
may have earned on his own account. 
The same oversight occurred with 
respect to common trust funds. 

The tax on both ordinary net in- 
come and net capital gains may be 
paid in installments in the same man- 
ner as the normal income tax was 
paid heretofore. With the elimina- 
tion of capital gains and losses from 
ordinary income, there is no further 
need of the minimum normal tax of 
2% and, hence, this has been re- 
pealed. The provisions dealing with 
net capital gains apply to all returns 


for any taxable year commencing on 


or after October 1, 1937. 


Another enactment of the legisla- 
ture (Chapter 202 of the Laws of 
1938) provides that if more than 
twenty-five per cent. of the gross in- 
come as reported in any income tax 
return is omitted from such a return, 
the amount of any tax due may be 
determined within five years after 
the return is filed. It is also provided 
that a return filed before the last day 
prescribed for its filing, or before the 
last day of any extension of time for 
its filing, shall be considered as filed 
on such last day. These two provi- 
sions bring New York law into close 
conformity with the Federal statute. 
This chapter also provides that 
“where, before the expiration of the 
period prescribed therein for the de- 
termination of a tax, a taxpayer has 
consented in writing that such pe- 
riod be extended, the return may be 
revised and the amount of tax due 
determined at any time within such 
extended period. The period so ex- 
tended may be further extended by 
subsequent consents in writing made 
before the expiration of the extended 
period.” This is the first provision 
in the New York law which permits 
the extension of the statute of limi- 
tations by written agreement be- 
tween the State Tax Commission 
and the taxpayer, and will eliminate, 
to a very great extent, the commis- 
sion’s practice heretofore obtaining 
of mailing arbitrary assessments just 
before the statute of limitations ex- 
pires. 

With respect to the unincorpor- 
ated business tax the term “gross in- 
come” has been redefined so that 
beginning with returns for any tax- 
able year commencing on or after 
January 1, 1937, there is excluded 
from the distributive share of such 
a business “net income of another 
unincorporated business to the ex- 
tent to which such share is a part 
of the net income of such other un- 
incorporated business upon which a 
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tax is required to be paid under the 
provisions of this article” (namely, 
Article 16-A—that dealing with tax- 
ation of unincorporated businesses). 
This enactment eliminates the pay- 
ment of two or more unincorporated 
business taxes on the same income. 
In the past, if a partnership was a 
member of a joint venture and the 
joint venture was engaged in busi- 
ness, the joint venture would be 
taxed on its income and the partner- 
ship would also be taxed on its share 
of the profits of the joint venture. 
However, the individual partners are 
still subject to income tax on their 
distributive share of the partnership 
income, even though the partnership 
may have had to pay unincorpo- 
rated business tax on the same in- 
come. 


Chapter 284 of the Laws of 1938 
permits the tax commission, for the 
purposes of the unincorporated busi- 
ness tax, to allocate income in ac- 
cordance with rules and regulations 
to be prescribed by it, if the statutory 
formula does not result in allocating 
a fair and equitable proportion of 
the net income to this state. This, | 
think, is a distinct step forward. It 
is of particular interest to me be- 
cause, as chairman of the Committee 
on Allocation of Income of the Na- 
tional Tax Association, I am natur- 
ally interested in seeing more equit- 
able formulae devised for allocating 
income. Since an inflexible, fixed 
provision usually results in many 
inequities, an elastic provision such 
as this can not have any but good 
results. There may be some doubt 
whether the provision is constitu- 
tional in view of the dictum of the 
Court of Appeals in the cases of People 
ex rel. Ducas Co. vs. State Tax Com- 
mission, 260 N. Y. 526; and Eitingon 
Schild Co., Inc. vs. Lynch, 260 N. Y. 
526, in which it was held that the tax 
commission under the franchise tax 
law can not use a formula for allocating 
income which is not prescribed by the 


statute. Time and the courts will give 
us the answer. 

The definition of unincorporated 
businesses was amended by provid- 
ing that “It is not intended that an 
owner, lessee, or fiduciary shall be 
deemed engaged in an unincorpo- 
rated business solely by reason of the 
holding, leasing or managing of real 
property.” This new provision ap- 
plies to returns for any taxable year 
beginning on or after January 1, 
1936. Probably this provision was 
written into the law partly because 
it was too difficult to determine what 
holders, etc. of real estate were en- 
gaged in business or were merely 
forced to continue a type of invest- 
ment in another form. An example 
of this is where a man has invested 
in a mortgage and has been forced to 
foreclose on his security. There is 
much to be said in favor of the argu- 
ment that he is no more engaged in 
a business after he takes possession 
of the property and collects the rents 
therefrom than he was before. 

With respect to the franchise tax, 
we find that the legislature con- 
tinued the 6% tax under Article 9-A 
for another year — that beginning 
November 1, 1939. The 2% tax on 
utilities was also continued for 
another year. This tax, of course, is 
not strictly a corporation tax since 
it applies to individuals, partnerships 
and others as well, but it is being 
administered by the Corporation 
Tax Bureau. 


Investment trusts as they are de- 
fined in Chapter 201 of the Laws of 
1938, beginning with the tax year 
starting November 1, 1938, are taxed 
differently than other corporations 
under Article 9-A. An investment 
trust is defined to mean “a corpora- 
tion whose business consists princi- 
pally of holding, investing in and 
reinvesting in stocks, bonds and 
other securities for its own account, 
but excludes a corporation which 
(a) is a merchant of or a dealer in 
stocks, bonds or other securities, 
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regularly engaged in buying the 
same and selling the same to cus- 
tomers, or (b) has less than eighty- 
five per centum of its average gross 
assets, at cost, invested in stocks, 
bonds or other securities or consist- 
ing of cash on hand and on deposit, 
during the year covered by its re- 
port, or (c) has more than twenty 
per centum of its average gross as- 
sets, at cost, invested in the stocks, 
bonds and other securities of any one 
corporation, other than a municipal 
corporation or an investment trust 
as herein defined, during the year 
covered by its report.” 


You will find the matter dealing 
with the taxation of investment 
trusts in a new section of Article 9-A 
numbered 214-b. They are subject 
to a 44%4% tax on entire net income 
instead of 6%, but the tax, as in the 
case of other corporations may not 
be less than $25.00 nor less than one 
mill on each dollar of capital stock 
within the state. Apportionment of 
the entire net income or capital may 
be made on the basis of the ratio that 
such gross assets of the investment 
trust as consist of stocks, bonds and 
other securities located within New 
York bear to the total of those assets 
wherever located. 


In allocating bonds or other se- 
curities, those issued by the United 
States are not to be used in deter- 
mining allocation. With respect to 
any other stocks, bonds or securities, 
only such portion of their value is to 
be deemed to be within New York 
“as the gross value of the assets of 
the issuer or obligor thereof, other 
than patents, copyrights, trade- 
marks, contracts and goodwill, lo- 
cated within this state, bears to the 
gross value of the assets of the issuer 
or obligor, other than patents, copy- 
rights, trade-marks, contracts and 
goodwill, wherever located.” It 
should be noted that apportionment 
is permitted irrespective of the fact that 
the investment trust may have no office 
or place of business outside of the state, 


thus representing a radical depar- 
ture from the law as it applies to all 
other corporations. 


It is also provided that the issued 
capital stock or the entire net income 
to be allocated to New York shall 
not be less than fifteen per cent. of 
the entire issued capital stock or en- 
tire net income unless the invest- 
ment trust establishes to the satisfac- 
tion of the tax commission that less 
than fifteen per cent. of its business 
is carried on in this state. There- 
fore, an investment trust having an 
office only in the State of New York 
and showing an allocation of capital 
or income of less than fifteen per 
cent. to New York will be required 
to allocate at least fifteen per cent. 
of such capital or income to New 
York. 


The same enactment provides that 
for the purpose of the license fee of 
foreign corporations, the capital of 
a corporation invested in the stock 
of another corporation shall be 
deemed to be assets located where 
the assets of the issuing corporation, 
other than patents, copyrights, trade- 
marks, contracts and goodwill, are 
located. 


Chapter 541 of the Laws of 1938 
makes certain technical changes in 
Section 182 of the tax law (that deal- 
ing with taxes on real estate cor- 
porations). It also writes into Ar- 
ticle 9-A the provision heretofore 
mentioned with respect to invest- 
ment trusts and foreign corporation 
license fees, namely, that in deter- 
mining the value of stock of another 
corporation for allocation purposes, 
the value of assets of the issuing 
corporation shall be used except 
patents, copyrights, trade-marks, 
contracts and goodwill. 


Because of the fact that heretofore 
there has been much avoidance of 
franchise taxes where these were 
based on capital due to the switch- 
ing of cash balances out of the state 
at certain times of the year, the leg- 
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islature provided in this same chap- 
ter that for the tax year beginning 
November 1, 1939 and all years 
thereafter, cash on hand and on de- 
posit shall not be used as an allocat- 
ing factor for the purpose of deter- 
mining the tax under Article 9-A. 
Another law passed by the legis- 
lature makes utility tax returns due 
quarterly instead of monthly as here- 
tofore. In certain cases these re- 
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turns need only be filed once a year. 

These are the principal changes 
made by the 1938 legislature which 
are of interest to us as accountants. 
They are, of course, by no means the 
only changes. The others are tech- 
nical and not important to us. But, 
in any event, some of those here 
mentioned will raise many novel and 
interesting problems in the years 
to come. 











The Widening Gap between the Federal 
Income Tax Law and the New York State 


Income and Franchise Tax Laws. 
By Istpor Sack, C. P. A. 


HERE is a movement afoot in 

tax circles for a federal income 
tax law, nationally administered and 
collected, with an apportionment of 
the proceeds among the states to 
take the place of state income tax 
laws. If, in the fullness of time, that 
movement becomes effective, life for 
us would become simpler but prob- 
ably less remunerative. But as 
things now are we have to be aware 
of differences of all kinds between 
the federal and state laws when we 
prepare returns and when we advise 
clients as to tax matters. 

When the personal income tax 
law was first enacted in 1919, it was 
patterned after the federal income 
tax law then in force and the differ- 
ences were slight, due principally to 
a basic valuation date of January 1, 
1919 instead of March 1, 1913, and 
the reciprocal exemption for each 
other’s employees’ salaries and in- 
terest on the bonds of the other. 
Since then each of the two have gone 
their separate ways. 

In the early years every time Con- 
gress made a significant change in 
the definition of taxable income, the 
legislature said “me too”. Beginning 
with the 1934 Act, however, Con- 
gress began setting too fast a pace 
and the State lagged behind, and in 
some respects showed a refreshing 
independence by refusing to adopt 
revisions of the Federal law which 
cannot be justified by sound princi- 
ples of taxation, or which were 
enacted to serve other than revenue 
objectives. , 

The two laws now take divergent 


paths so that it is increasingly pos- 
sible for an individual or corporation 
to report a net income to one juris- 
diction and a net loss to the other 
for the same tax period. 


Differences of long standing 


I will first mention briefly the dif- 
ferences which existed for some 
time—some of them from the initial 
state personal income tax law and 
with which we have become rela- 
tively familiar. 


Reciprocal exemption of 
salaries and interest: 


The State never did tax interest 
on bonds or indebtedness of the 
U. S. Government, nor did the gov- 
ernment tax interest on bonds of 
the states and their municipalities. 
There has recently been considerable 
agitation towards eliminating this 
exemption of interest on State and 
Municipal bonds. Thinking on this 
subject is running all the way from 
a change in the law to a change in 
the constitution, but no change has 
yet been made. 

The State (Article 77) and the 
federal government (Regulations 94, 
article 116-2) by regulations recipro- 
cally exempt the compensation of 
employees of each other. But where- 
as the State exempts all officers and 
employees of the United States, the 
Federal regulations extend the ex- 
emption only to employees who 
render service in connection with 
the exercise of an essential govern- 
ment function. In determining what 
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is an essential government function 
there has been a change in view by 
the Supreme Court. 

In one case (Brush v. Commissioner, 
300 U. S. 352) the court held that an 
officer of the New York Bureau of 
Water Supply was engaged in an es- 
sential government function and in a 
later case, (Helvering v. Gerhardt, 
1938—— U. S ) held that an 
employee of the New York Port of 
Authority was not engaged in an es- 
sential government function. If this 
is not in truth a reversal, it certainly 
brings to mind the refrain of the old 
song that: 





“It takes intelligence 
To detect the difference 
Between Tweedle dee and tweedle dum” 


Wash Sales of Securities: 


The Revenue Act of 1938 (Section 
118 (a)) continues a provision which 
has been in Federal laws for many 
years, denying the deduction for 
loss on the sale of securities when 
the same securities have been pur- 
chased within 30 days before or after 
the date of such sale. The basis of 
the stock repurchased is adjusted 
in effect by adding the non-deduct- 
ible loss. There is no such disallow- 
ance in the State law and naturally 
the new securities have their own 
cost as the basis. 


Trust Income: 


The Revenue Act of 1938 (Sec- 
tions 166 and 167) continues pro- 
visions which have been in the Rev- 
enue Acts for many years, providing 
that the income of revocable trusts 
and all trust where the income is 
or may be distributed, held or ac- 
cumulated for distribution to the 
grantor shall be included in com- 
puting the net income to the grantor. 

At one time, only trusts in which 
the grantor of a trust had the power 
to revest in himself either the corpus 
or the income within the taxable year 
was affected by this provision, but 
since 1934 the power at any time to 


revest himself of the corpus, brings 
the income within this section. 

The principle announced in the 
regulations is that the grantor is 
regarded as in substance the owner 
of the corpus if he has failed to part 
definitely and permanently with a 
substantial interest or ownership in 
the corpus. The Treasury has tried 
with considerable success to reach 
many varieties of trusts in which the 
grantor retained some powers, how- 
ever slight, in some cases going 
beyond the principles announced in 
the regulations. 

Since the decision in Douglas vy. 
Willceuts, 296, U. S. 1, and Helvering 
v. Schweitzer, 296, U. S. 551, the 
Bureau has been strengthened in its 
position that wherever the income 
of the trust is used to pay an ex- 
pense, which normally would be paid 
by the grantor, or to relieve him of 
an obligation which he has under 
the law, the income of the trust will 
be held taxable to him. 

The State, however, has not adopted 
any of these provisions and income 
of such trusts are not taxed to the 
grantor, but to the trust or the bene- 
ficiaries as the case may be. 


Sale of property within 
six months of corporate 
reorganization: 


Both acts provide that no gain or 
loss shall be recognized if property 
is transferred to a corporation by 
one or more persons solely in ex- 
change for the stock or securities of 
such corporation, and the transferors 
are in control of the corporation. 

The State law, however, provides 
that if the property thus transferred 
is sold by the corporation within six 
months after such transfer, gain or 
loss to the individuals transferring 
the property to the corporation shall 
be recognized as of the date of the 
original exchange, and that in the 
absence of proof to the contrary, the 
proceeds of sale shall be presumed 
to be the value of the stock or securi- 
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ties received by the individual for 
the property. 

It is difficult, however, to see how 
this rule could be applied in a compli- 
cated situation, where several prop- 
erties have been transferred for 
securities, and only one, or at all 
events, less than all, of the properties 
contributed by one individual is sold 
by the corporation. 


These are by no means all of the 
old differences, but are among the 
important ones which are frequently 
encountered. 


Recent Changes 


Capital Gains and Losses: 

In dealing with capital gains both 
jurisdictions have adopted different 
methods and the resulting differ® 
ences must frequently be considered 
in the preparation of returns. 

However, as this subject will be 
fully covered by others in the course 
of this meeting in special papers 
dealing specifically with this subject, 
I need do no more than to call 
attention to the difference in basic 
dates:—January 1, 1919 under the 
State law and March 1, 1913 under 
the Federal law, for capital assets 
owned prior to these dates, and to 
the different dates which must be 
considered in the case of property 
acquired by gift. The Federal law 
requires the use of the donor’s base 
if the gifts were made after 1920, 
whereas the State law requires the 
use of the donor’s base for property 
acquired by gifts after 1927. 

I wish to call attention however 
to the fact that there is now a dis- 
parity between two State laws, and that 
under the unincorporated business 
tax, capital gains and losses are not 
treated separately but are merged 
into the general income tax compu- 
tation with the basic date of Janu- 
ary 1, 1935 instead of January 1, 
1919, as used under the Personal In- 
come Tax law. 


Federal changes due to the 
undistributed profits tax: 


I will now discuss the differences 
arising from recent changes in the 
federal law and will consider them 
by groups according to what I con- 
ceive to be the Congressional pur- 
poses underlying the changes. 

I think that treating the subject in 
that fashion will help us to under- 
stand the differences even though 
the distinctions may cut across both 
personal and corporate tax problems. 

When in 1936 Congress sought by 
a tax on undistributed profits to 
force corporations to distribute their 
earnings, changes in the taxation of 
dividends received became necessary 
in order that the law might not 
operate too harshly. 

As the State has no such tax it 
did not adopt the changes in per- 
sonal income tax bases, and as a re- 
sult there are differences between 
the two laws in the taxation of divi- 
dends received. 


Definition of Dividends: 


Prior to the 1936 Act, taxable 
dividends were defined as, “any dis- 
tribution by a corporation to its 
shareholders out of earnings or 
profits accumulated after February 
28, 1913”. 

The Revenue Acts of 1936 and 
1938 added to that definition dis- 
tributions made “out of the earnings 
or profits of the taxable year”. (Rev. 
Act 1938, Section 115 (a) ). This 
change was a counterpart to the 
“dividends paid credit” under the 
undistributed profits tax law. The 
effect is to render taxable distribu- 
tions by companies with an impaired 
capital, provided the distributions 
are made out of the earnings of the 
current year. 

The New York law (Section 350, 
subdivision 8) states that the word 
“dividend” means “any distribution 
made by a corporation out of its 
earnings or profits”. Note the differ- 
ence. Under the Federal law there 
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must be an undistributed balance of 
earnings since February 28, 1913 or 
despite its absence, earnings of the 
current year. 

The New York law refers only to 
“earnings or profits” without requir- 
ing that they be accumulated from 
any fixed date and without referring 
specifically to the current year. 

Nevertheless the State Tax Com- 
mission has recently taken the posi- 
tion that a distribution will be 
deemed to be from earnings, merely 
because the corporation had “cur- 
rent earnings” and will be taxed as 
a dividend, even though an earnings 
deficit has not been offset by suffi- 
cient current earnings to create a 
surplus. Personally I doubt the 
soundness of this ruling, and I know 
that it is destined to come before 
the courts for decision. 


Stock dividends: 


The 1936 and subsequent Revenue 
Acts eliminated the universal ex- 
emption of all stock dividends, and 
substituted an ambiguous provision 
phrased negatively, that stock divi- 
dends shall not be a dividend to the 
extent that it does not constitute 
income within the meaning of the 
Sixteenth Amendment to the Con- 
stitution (Rev. Act 1938, Section 
115 (f) (1). 

The New York law (Section 359, 
subdivision 2-m) however still states 
flatly that “stock dividends when re- 
ceived by a shareholder shall not be 
subject to tax”. 


Optional dividends; Consent 
dividends; Foreign personal 
holding companies: 


The provisions in the federal law 
relating to optional dividends and 
consent dividends, and also the in- 
clusion as a dividend of the undis- 
tributed earnings of foreign and 
personal holding companies do not 
have any counterpart in the state 
law, and in cases where these items 
appear you will have two income tax 


results and two bases for the stock 
held. 


Federal Changes due to closing 
loop-holes in the Revenue 
Laws 


Congress is becoming increasingly 
concerned with the use made by tax- 
payers of provisions which enable 
them to reduce taxes in a manner 
which, although admittedly legal, 
nevertheless violate the ability-to- 
pay theory which underlies gradu- 
ated income tax laws. Many provi- 
sions have been introduced in recent 
years designed to prevent practices 
which are now frowned upon. I 
will now discuss some of these new 
provisions, as they have no counter- 
part in the State law. 


Sales to members of a family: 


The Revenue Act of 1938, (Sec- 
tion 24 (b) ) disallows losses from 
sales or exchanges of property, (1) 
between members of a family, (2) 
between two corporations, if one is a 
personal holding company and 50% 
of the stock of both is owned directly 
or indirectly by the same individual ; 
(3) between fiduciaries and grantors 
or beneficiaries of a trust and (4) 
between two trusts created by the 
same grantor. 

In all these cases, even though the 
loss is not allowed, the basis to the 
purchaser is nevertheless his pur- 
chase price. The deduction is there- 
fore lost forever for it may not be 
carried forward, as in the case of 
wash sales. There is no such denial 
of losses under the State law, but 
such sales will, as heretofore, be 
scrutinized as to their bona-fides. 


Denial of deductions upon 
the accrual basis: 

A companion provision to the rule 
just discussed is contained in Sec- 
tion 24 (c) of the Revenue Act of 
1938. This section denies a deduc- 
tion to those upon the accrual basis 
for unpaid expenses and interest un- 
less paid within two and one-half 
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months after the close of the fiscal 
year, if the person who would re- 
ceive this payment is on a cash basis 
and is one of the group between 
whom losses on the sale of securities 
would be disallowed. There is no 
similar provision in the State law 
and for State tax purposes such de- 
ductions are allowable if the tax- 
payer is on an accrual basis and the 
deduction is otherwise permitted. 


Personal Holding Companies: 


In order to prevent the use of per- 
sonal holding companies as means 
of reducing one’s personal tax lia- 
bility either for ordinary income or 
for capital gains, the Revenue Act 
of 1938, Title 1-A, deals compre- 
hensively with such companies and, 
among other things, imposes a heavy 
surtax on their undistributed in- 
come. I want to call attention to 
the fact that a personal holding com- 
pany as defined by the Revenue Act 
of 1938 is not necessarily a holding 
company under the State Franchise 
tax law. A general investment com- 
pany, for example, is a personal hold- 
ing company under the Revenue Act 
if owned or controlled by not more 
than five family groups. Such a cor- 
poration would be a general business 
company under the State franchise 
tax law. Under that law a holding 
company is one which owns the 
stock or securities of other com- 
panies for the purpose of control, 
regardless of the number of share- 
holders it has. 


What the Revenue Act defines as 
“undistributed Title 1-A net income” 
becomes the basis for a surtax on 
the personal holding companies at 
high rates. We are not concerned 
with this definition here as there is 
no comparable state law. Section 
406 (b), however, changes the defi- 
nition of income even for normal 
tax purposes, in the case of personal 
holding companies, by limiting de- 
ductions for expenses and deprecia- 
tion allocable to the use of property 


of the corporation, to the rent or 
other compensation received by the 
corporation for the use of the prop- 
erty, unless certain designated tests 
indicating the propriety of the de- 
ductions are met. 

There being no special classifica- 
tion of personal holding companies 
in the State franchise law, the ques- 
tion arises whether these expenses 
would be deductible in arriving at 
the true net income under the State 
law. The answer depends on the 
answer to the question of what is 
the income tax concept under the 
State franchise law, which I will 
discuss more fully later on. 


Changes due to the Federal drive 
on holding companies 


As we are all aware, the present 
administration is strongly opposed 
to holding companies of all kinds. 
The tax law has been used as a 
means of pressure to compel the dis- 
solution of holding companies and 
to make their existence increasingly 
uncomfortable. I have already re- 
ferred to the special status of per- 
sonal holding companies. The taxa- 
tion of increasing percentages of 
inter-company dividends previously 
wholly exempt from taxation, and 
the inclusion in individual normal- 
tax income, of dividends previously 
exempt from normal tax, are some of 
the evidences of pressure to elimi- 
nate holding companies. 

Congress found many holding 
companies willing to dissolve but re- 
strained from dissolution by reason 
of the heavy tax liability that would 
ensue. In order to stimulate liquida- 
tions of corporations, Congress has 
introduced provisions which create 
difference between the Federal and 
State laws, and I will now consider 
these. 


Consolidated returns: 


In the first place, consolidated re- 
turns have been forbidden except 
for railroads since 1934. 
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The State law, however, still per- 
mits consolidated franchise tax re- 
turns, but only within the discretion 
of the tax commission. It has pub- 
lished no rules to indicate the condi- 
tions under which consolidation is 
allowed, and each company must 
apply for permission. The law (Sec.- 
211, subdivision 9) merely provides 
that consolidated reports may be re- 
quired of affiliated companies or 
companies under common control. 

This applies however only to com- 
panies taxable under Article 9-A, 
that is, general business corpora- 
tions, and does not apply to com- 
panies taxable under any of the 
sections of Article 9. 


Encouraging liquidations: 


Under both income tax laws, the 
liquidation of a corporation is treated 
as an exchange, and the receipt of 
property by stockholders may re- 
sult in capital gain or loss. 

Under the State law all liquida- 
tions fare alike but the Federal law 
creates several types of liquidation, 
and treatment varies with circum- 
stances. 

The federal law distinguishes be- 
tween complete liquidations and all 
others and provides that only gains 
from complete liquidations, as they 
are defined by the law may be recog- 
nized as long term gains, whereas 
gains from all other liquidations are 
taxed as short term gains. Note 
however that all losses from liquida- 
tions are long term or short term 


capital losses, according to holding 


period. 

The distinction between long term 
and short term capital gains does 
not however apply in the state law, 
we need not consider these dis- 
tinctions. 

Section 112 (b) (7) provides with 
some particularity that a corporate 
liquidation completed during De- 
cember 1938 may produce a tax re- 
sult different from that flowing from 
ordinary liquidations. To induce the 


liquidation, particularly of personal 
holding companies, it permits liqui- 
dation without taxing immediately 
all the unrealized appreciation of the 
underlying assets. 

This section was fully discussed at 
the federal tax meeting and I need 
not go into detail here except to 
state that where the conditions speci- 
fied in the law exist, and the tech- 
nical requirements are met some of 
the gain of elected qualified share- 
holders is recognized as a dividend, 
some may be recognized as a capital 
gain and essentially the unrealized 
appreciation will not be taxed upon 
the liquidation, but the tax thereon 
will be postponed until the gain is 
realized by the shareholder upon 
the sale of the property received in 
liquidation. 

The electing shareholder will there- 
fore have a different tax liability and 
a different basis for the property re- 
ceived, under the two laws. 


Reorganization under orders 
of S.E.C.: 


Section 112 (b) (8) and Section 
371 of the Revenue Act of 1938 pro- 
vide another exception, in the case 
of distributions of securities in 
obedience to orders of the S.E.C. in 
connection with the reorganizations 
of registered utility holding com- 
panies or subsidiaries thereof. 

The receipt of stock or securities, 
whether in reorganization or liqui- 
dation will not be taxed, and the 
basis of the old securities will be- 
come the basis of the new securities 
received. There being no similar 
provision under the State law you 
will, therefore, find that here also, 
the taxpayers will emerge with tax 
liabilities and bases for newly re- 
ceived securities different under the 
two laws. 


Tax free liquidations of 
subsidiaries : 

Section 112 (b) (6) of the Rev- 
enue Act of 1938 provides for the 
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non-recognition of gain or loss upon 
complete liquidation of a subsidiary, 
if the liquidation is made pursuant 
to a plan under which the liquida- 
tion is completed in three years from 
the close of the taxable year in which 
the first distribution is made. 

There are no provisions in the 
State corporation tax laws on this 
subject, and the tax resulting under 
the State law through the liquida- 
tion of a subsidiary, would depend, 
first, on the classification of the 
parent corporation, and, second, on 
what is the proper income tax con- 
cept under the State franchise tax, 
which I will discuss presently. 


Corporations 


Introductory: 

With respect to corporate taxation 
the two jurisdictions have never had 
comparable laws. The State law is 
nominally a franchise tax and classi- 
fies corporations according to the 
nature of the business, so that we 
have different franchise taxes for 
various types of corporations. 

In addition, we have a tax on un- 
incorporated businesses which has 
no parallel in the Federal tax system. 

The Revenue Act of 1938 also 
taxes certain corporations in a dis- 
tinctive manner. The corporations 
selected for special treatment, some 
favorable and some unfavorable, are: 
banks, mutual investment com- 
panies, personal holding companies, 
foreign holding companies and in- 
surance companies. 

There never was any similarity 
between the Federal Income Tax 
Law and the State Franchise Tax 
Law, relating to corporations. There 
is an important contact between the 
two laws, however. Section 209, 
bases the franchise tax on business 
corporations on entire net income 
and provides that the “entire net in- 
come is presumably the same as en- 
tire net income which such corpora- 
tion is required to report to the 
United States.” 


Income Tax Concept under Sec. 209: 


Just what is the effect of this refer- 
ence? I think that three distinct 
views are possible and that each one 
has plausibility. 

First—That the basis is the net 
income, in truth, as determined by 
accounting logic. Net income, not 
being defined, will finally be deter- 
mined by the courts, in deciding 
whether any controverted income or 
deduction item is or is not included 
in the income computation. 


Second—It may be urged that 
whatever is net income under the 
federal law is net income for fran- 
chise tax purposes, subject only to the 
specific additions referred to in Sec- 
tions 209 and 208; in other words, 
that the legislature incorporated the 
federal definition of net income with 
certain designated statutory depar- 
tures. There is support for this view 
in a court decision (People ex rel. 
Standard Oil Co. v. Law, 237, N. Y. 
142). 


Third—It may also be argued that 
the legislature adopted the Federal 
definition of income which was in 
force when the State law was en- 
acted; that the legislature did not 
and could not incorporate in advance 
subsequent amendments to the Fed- 
eral definition of net income, as that 
would be delegating to Congress the 
power to determine the basis of a 
State tax, obviously an unconstitu- 
tional delegation of legislative power. 


Definition of Income: 


It cannot be said that the pre- 
sumption referred to in Section 209 
is a conclusive one. For example, 
Section 362 of the Revenue Act of 
1938, defines net income for mutual 
investment companies as being the 
ordinary net income Jess dividends 
paid during the year and less con- 
sent dividends. Except for the fact 
that the Revenue Act refers to this 
as “supplement Q net income” and 
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makes that the basis of its tax, we 
would ordinarily regard that figure 
as being the undistributed net in- 
come. Nevertheless net income thus 
defined becomes what Section 209 
refers to as the “entire net income 
which such corporation is required 
to report to the United States”. 


I question if the State would ever 
concede that this “Supplement Q net 
income” is the basis for taxing such 
a company under Article 9-A. 

So also with respect to personal 
holding companies as defined in the 
federal law. Certain deductions for 
some expenses are not allowed. 
These nevertheless enter into the 
computation of true net income and 
a case can be made for deducting 
them in determining the income tax 
base for franchise taxes. 

All the provisions defining net in- 
come which I have discussed in deal- 
ing with the differences in income 
definition between the federal law 
and the State’s personal income tax 
law must be considered in determin- 
ing what is net income for a cor- 
poration taxable on income under 
Article 9-A of the State Tax Law. 

The Revenue Act of 1938 became a 
law on May 20, 1938. Section 209 
of the State tax law, which contains 
the presumption I am discussing was 
last amended by Chapter 541 of the 
laws of 1938, and went into effect 
on April 6, 1938. Can it be said that 
the changes in income definition 
made by the Revenue Act of 1938, 
which became a law after the latest 
amendment of Section 209, are auto- 
matically incorporated by reference? 
I doubt it. 

To repeat, good arguments may 
be made in support of all of these 
views. The decisions do not point 
the way to any clear and exclusive 
answer. The accountant, therefore, 
should be aware of this uncertain 
field, and it may be that a client’s 
interest may require insistence on 
one of these views. When that oc- 
casion arises the accountant should 


marshal all the arguments in favor 
of his position. 


Capital gains and losses— 
Corporations: 


Under the Federal law, net capital 
gains of corporations other than 
banks are included in ordinary in- 
come, but the deduction for a net 
capital loss is limited to $2,000 in 
any one year. 

The New York situation with ref- 
erence to general business corpora- 
tions is not free from doubt. If the 
presumption, that the taxable in- 
come is the entire net income which 
the corporation is required to report 
Federally, is an absolute one, then 
the $2,000 limitation on net capital 
losses would apply in the computa- 
tion of the State tax. 

Although there is support for that 
view in the decision in the Standard 
Oil Co. case (People ex rel. Standard 
Oil Co. v. Law, 237 N. Y. 142), I doubt 
that that view would prevail and 
believe that the State tax basis is 
the entire net income in truth, with 
the Federal law only as a persuasive 
guide, and not as a fixed rule, and 
as capital losses do reduce the true 
net income they should enter into 
the computation of the State fran- 
chise tax in full. The State Depart- 
ment has ruled that capital losses 
are deductible in full indicating its 
view that the presumption is only 
a guide and that true income is 
what the State seeks to reach. 


Investment Companies: 


Some investment companies and 
so-called investment trusts are sub- 
ject to special taxation under both 
the State and Federal laws, but the 
basis of taxation is altogether dis- 
similar. 

The Federal law (Sections 361 and 
362) defines certain companies as 
mutual investment companies and 
taxes them only on undistributed 
net income at a flat rate of 164%, 
permitting it to escape the tax on 
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income distributed to stockholders. 

To come within the class of mutual 
investment companies, a corporation 
must meet about ten tests. The prin- 
cipal characteristic, however, is that 
it be what is commonly called “an 
open-end trust”, that is, a stock- 
holder must have the right to redeem 
his stock for approximately the liqui- 
dating value of the company’s port- 
folio. 

Section 214 (b) of the Tax Law, 
enacted in 1938, taxes investment 
trusts on a special basis, and you 
have just heard that section de- 
scribed in full by Mr. Mattersdorf. 
I want to call your attention to 
two important differences between 
the two laws, first, the definitions 
reach different companies although 
it is possible for one company to 
meet both tests, and second, the 
basis of taxation is dissimilar. 


Corporate Reorganizations: 


The Federal Revenue Act con- 
tains several provisions for the non- 
recognition of gain or loss upon the 
exchange of property or securities 
in corporate reorganizations as 
therein defined. It is conceded that 
such exchanges result in profit or 
loss and these sections are relief 
provisions, postponing recognition 
of the loss or gain until a later date 
when the property or securities re- 
ceived in exchange are sold. 

There being no provisions in the 
State franchise tax law relating to 
reorganizations, what is the rule 
thereunder? 

Does such an exchange enter into 
the computation of “entire net in- 
come’, or does the Federal law 
govern? 

Surprising as that may seem, the 
question has not come before the 
Court, and from that we can assume, 
although not very confidently, that 
the Federal basis, both for the recog- 
nition of gain and loss and for the 
basis of the property acquired, has 
been accepted by the State. 


It is, however, dangerous to plan 
reorganizations on the assumption 
that if you meet the Federal tests, 
non-recognition of gain or loss will 
also flow under the State franchise 
law. 

If the reorganization involves a 
company taxable under Article 9, ex- 
treme caution should be observed. 
The Court of Appeals has held that 
an exchange of securities involving 
a real estate corporation (People ex rel. 
Wedgewood Realty Co. v. Graves, 262 
N. Y. 202) was the equivalent of the 
distribution of all of the profits, 
realized and unrealized, which profits 
and unrealized appreciation entered 
into the value of the securities dis- 
tributed in the exchange, and the 
exchange was taxed as a dividend 
distribution by the real estate cor- 
poration. 

Section 182 of the State Tax Law 
imposes a tax of 2% on the undis- 
tributed profits of a real estate cor- 
poration whenever any change of 
tax classification occurs. The de- 
partment has held that where a real 
estate company acquires any prop- 
erty other than real estate, as for 
example, securities of non-real estate 
companies, a change in classification 
takes place. Section 211, subdivision 
12, provides that whenever a real 
estate corporation is owned or con- 
trolled by a general business cor- 
poration, and any part of its property 
is used or occupied by a corporation 
taxable under Article 9-A, the real 
estate corporation automatically be- 
comes taxable as a general business 
corporation, that is, a change in 
classification occurs by virtue of that 
fact alone. 


A reorganization may, by chang- 
ing the assets of a corporation, con- 
vert a real estate company into a 
general business or a holding com- 
pany, or it may, through a reorgani- 
zation, become affiliated with a gen- 
eral business corporation which is a 
tenant of its property, and in either 
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of these events a change of classifi- 
cation can be said to occur. 


If this happens, all the surplus of 
a real estate company may become 
the basis of an added franchise tax 
at the rate of 2% thereof, and mind 
you, in the light of the decision in 
the Wedgewood Realty Co. case, 
surplus may include unrealized ap- 
preciation. In short, any merger con- 
solidation, reorganization or liquida- 
tion involving a real estate company 
must be studied in the light of Sec- 
tions 182 and 211 of the Tax Law, 
and of the decision of the Wedge- 
wood Realty Co. case. 


If a reorganization is affected by 
the issuance of stock and either 
bonds or other evidence of corporate 
indebtedness to the same persons, 
as for example, where bondholders 
receive debentures and _ preferred 
stock in lieu of their bonds, the ef- 
fect upon the franchise tax of the 
payment of interest to persons who 
are also stockholders must be con- 
sidered. 


If the company is a general busi- 
ness corporation, you must consider 
the provision (Section 208, subdivi- 
sion 3), which disallows, in the com- 
putation of entire net income “90% 
of the interest on indebtedness to 
stockholders or shareholders or 
members of their immediate fam- 
ilies,” in excess of $1,000. 

If the company is a real estate 
corporation, you must consider the 
provision (Section 182) which states 
that “interest paid on debenture 
bonds or certificates of indebtedness 
or certificates of beneficial interest 
or promissory notes or other in- 
debtedness to stockholders, the pro- 
ceeds of which are used to acquire 
assets, shall be treated as dividends 
and taxed at the rate of 2%.” 


In reorganizations under Section 
77B of the Bankruptcy Act where 
bondholders take over the property 
and form a new corporation giving 
the bondholders stock, which is usu- 


ally worthless, and new bonds to 
replace the old bonds, the interest 
on the new bonds becomes a divi- 
dend by definition subject to a tax 
of 2% if the company is a real estate 
company. 


Dividends paid in securities: 


Under the Revenue Act of 1936, 
and to a lesser extent under the 1938 
Act, some companies paid dividends 
in debentures in order to reduce the 
undistributed profits tax. Such de- 
bentures, are, of course, distributed 
to stockholders. 

The law to which I have just re- 
ferred disallows 90% of the interest 
paid to stockholders of general busi- 
ness corporations and taxes as a 
dividend interest paid to stock- 
holders of real estate corporations. 
If the securities of the corporation 
are widely distributed, and if as is 
usual, the debentures are in coupon 
form and not registered, how is the 
company to know what interest pay- 
ments are made to debenture holders 
who are also stockholders? 

The administration of this provi- 
sion is further complicated by the 
fact that in many cases stocks are 
registered in the names of brokers, 
custodians and other nominees. The 
tax department does not seem to 
have perceived these difficulties. I 
hope that when it does, this arbitrary 
and almost wholly indefensible lim- 
itation on interest deductions will 
be repealed. 


Dividends paid credit: 


Under the Revenue Act of 1938 
the basic rate for most corporations 
is 19% with a reduction of 24% 
of the amount of earnings distributed 
as a dividend, so we will find that 
dividends will be declared for the 
specific purpose of reducing the cor- 
porate tax burden. 

However, if the corporation is sub- 
ject to tax under Article 9, that is, 
if it is a real estate corporation, a 
holding company or any one of the 
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utility companies taxable under that 
article, the payment of the dividend 
increases the State franchise taxes. 

Here you have an example of con- 
duct which reduces the Federal tax 
and at the same time increases the 
State tax and adds to the tax liability 
of the recipient stockholder. 


Conclusion: 


I have discussed the principal dif- 
ferences between the two laws and 
have called attention to some pit- 
falls which may be encountered in 


the State law in accomplishing fed- 
eral tax savings. 

In the course of time the differ- 
ences have become so numerous that 
the gap between the two laws is so 
wide that it is futile to attempt to 
bridge it by a reconciliation state- 
ment. 

The safest thing to do is to think 
about each law separately in con- 
sidering problems thereunder. The 
thinking must be independent and 
you must be aware of the differences 
and not be misled into deciding a 
State problem by thinking under the 
Federal law, or vice versa. 
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Some Accounting Problems Presented by 
the New York Estate Tax. 


By BENJAMIN Harrow, C. P. A. 


ACCOUNTANTS are intimately 
concerned with almost all kinds 
of taxes. The New York Estate Tax, 
levied on the transfer at death of the 
net estate of a decedent is no ex- 
ception even though the Estate Tax 
Law presents problems which are 
basically of a legal nature and pri- 
marily of concern to the lawyer. 
Within the time allotted for this 
discussion, I shall necessarily limit 
myself to a few of the accounting 
problems, specifically the problems 
connected with what is included in 
the net estate and with the valuation 
of the property of a decedent includ- 
ible in the net taxable estate. I 
shall be obliged to refer to some 
legal aspects of the law, but such 
references will be informational and 
brief. Every accountant who ren- 
ders assistance to an attorney in the 
preparation of schedules, comprising 
the New York estate tax return, 
should have some familiarity with 
these legal aspects. 


The net estate of a decedent is 
not limited to the property in which 
the decedent has a legal interest at 
death. It may include property 
transferred by a decedent at any 
time during his life, and to which 
property he may have no legal title 
at the date of his death. Such inter- 
vivos transfers as they are called, 
may be taxable at death. If they 
are included in the net taxable 
estate, it is for the reason that the 
transfers are deemed to have been of 


() Keeney v. New York, 222 U. S. 525. 


a testamentary nature when made. 
Let me cite a number of examples 
of such taxable transfers. Take first 
property transferred by gift made in 
contemplation of death. The State 
of New York has taxed such trans- 
fers since 1891, and such tax was 
upheld as constitutional by the 
United States Supreme Court in 
1912. Until September 1, 1930, 
the effective date of Chapter 710, 
Laws of 1930, such transfers were 
taxed as of the date of the transfer 
of the property. Under the laws in 
effect since that date, such property 
is now valued in the net estate of 
decedent, as of the date of death, and 
taxed at the rates in effect at the 
date of death. This, too, has re- 
ceived the sanction of the United 
States Supreme Court“). 


The estate tax law includes in the 
net estate any inter-vivos transfer in- 
tended to take effect in possession 
or enjoyment at or after death. Such 
a transfer would be one, for example, 
where the grantor reserves for him- 
self a life interest in the property 
transferred. It includes also a trans- 
fer by trust or otherwise, where the 
grantor reserves to himself, either 
alone or in conjunction with another, 
except the beneficiary, a power to 
alter, amend, revoke, or terminate 
the terms of the instrument effect- 
ing such transfer“), This provision 
of the law is replete with litigation 
on questions of retroactivity”, ad- 


(2) Milliken, Exr. v. U. S., 283 U. S. 15 (1931). 


(3) Chapt. 430 Laws of 1922. 


(4) Nichols v. Coolidge, 274 U. S. 531 (U. S. 1927). 
Saltonstall vy. Saltonstall, 276 U. S. 260 (1928). 


Public Accountants. 


Presented at the December 12, 1938 meeting of The New York State Society of Certified 


159 











The New York Certified Public Accountant 


verse interests, powers), possibili- 
ties of property reverting to the 
grantor“, reservation of income“), 
revocable and irrevocable trusts“), 
etc., legal questions that unfortun- 
ately cannot be more than mentioned 
in this discussion. 


A decedent’s interest in property 


as a joint tenant or a tenant by the 
entirety is taxable as part of the net 
estate. Such an interest is deemed 
to be transferred at death, even 
though no transfer as such occurs as 
a matter of law on the death of the 
joint tenant. The surviving tenant 
or tenants do possess a right of sur- 
vivorship that comes into being the 
moment the estate is created. Never- 
theless, the death of a joint tenant 
is deemed to be the generating 
source of valuable rights to the sur- 
viving tenant, and generally the de- 
cedent’s entire interest in the prop- 
erty is taxed at death). Again, a 
discussion of the numerous cases on 
the extent to which such estates are 
taxable at death must be left to the 
lawyer. 

A transfer resulting from the exer- 
cise of a general power of appoint- 
ment is taxable. In such a case the 
decedent has had up to the date of 
his death a power to dispose of prop- 
erty, not his own, this power having 
been given to him by someone with 
directions as to the manner in which 
this power shall be exercised. Such 
a power is treated as being practi- 
cally the equivalent of ownership. 
The problems concerning what may 
or may not be taxed under this pro- 
vision in the law are legal problems. 

The proceeds of life insurance may 
be part of the taxable estate. If pay- 


able to the estate, such insurance is 
naturally property of the estate. If 
payable to a named beneficiary, the 
insurance would not be administered 
by the executor, but the New York 
law nevertheless provides for the 
taxation of such insurance, to the 
extent that it is included in the gross 
estate under the Revenue Act of the 
United States, which means that all 
insurance to named beneficiaries in 
excess of $40,000.00 is taxable. How- 
ever, Section 249q provides for a 
further exemption of such insurance 
up to a maximum of $100,000.00 
minus other exemptions provided 
for in the first taxable bracket. 
Numerous problems affecting insur- 
ance, such as legal incidents of own- 
ership, right to change the benefi- 
ciary, whether a policy has or has 
not been taken out by the insured, 
are omitted in this discussion. 


A word as to the jurisdiction of 
the State of New York to tax the 
transfer of property at death. The 
transfer of real and tangible personal 
property” is taxable only by the 
jurisdiction where the property is 
located. The transfer of intangible 
personal property is taxable by the 
State where the owner is domiciled. 
In this connection, there are situa- 
tions where a New York resident 
may be subject to a double tax. For 
example, where a New York resi- 
dent owned registered bonds of 
Canada or a Canadian corporation, 
the transfer of such bonds would be 
subject to a death tax in Canada and 
in New York. If such bonds were 
not registered, but were in the form 
of coupon bonds, the Canadian tax 
could be avoided. Securities, of 


(5) Reineche v. Smith, 289 U. S. 172 (1933). 
Helvering v. Helmholz, 296 U. S. 93 (1935). 
(6) Helvering v. St. Louis Union Trust Co., 296 U. S. 39. 
(7) May v. Heiner, 281 U. S. 238 (1930)-Chap. 62, Laws of 1931 effective 3/10/31 


amending Sec. 249 r(3) of Art. 10C. 


(8) Reineche v. Northern Trust Co., 278 U. S. 339 (1929). 


(9) Tyler Vv. U.S. 281 U.S. 497 TI9D). 


Gwinn v. Com., 287 U. S. 224 (1932). 
Griswold vy. Helvering, 290 U. S. 56 (1933). 
(10) Frick y. Pennsylvania, 268 U. S. 473 (1925). 
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course, are considered intangible 
property’. So is an interest in a 
business“), Such interests, however, 
may be deemed to have a business 
situs where the business is located 
and the transfer of such interest at 
death would then be taxable by the 
state where the business is located. 

The valuation of the net estate is 
a difficult problem because of the 
numerous uncertainties in the con- 
cept of value. The New York Stat- 
ute prescribes the use of the fair 
market value, which means loosely 
the amount which a willing buyer 
would give and a willing seller ac- 
cept. There is no fixed rule in de- 
termining market value which, how- 
ever, does not mean book value, even 
though New York does consider 
book value prima facie evidence of 
market value. Other state courts, 
as well as Federal courts, consider 
book value incompetent to prove 
market value. 

The date of valuation is generally 
the date of death. The option of 
valuing all property, with specified 
adjustments, as of a date one year 
after decedent’s death, provided for 
in Section 320 of Federal Revenue 
Act of 1935, is not found in the New 
York Statute. The fact that owing 
to a shrinkage in value of the assets 
of the estate subsequent to death 
legatees could not be paid in full 
would not vary the rule“®, that the 
net estate must be valued as of the 
date of death of the decedent. 

Since as a rule an estate passes to 
an executor to reduce to cash, the 
executor is concerned with an ex- 
change value at the date of death 
in a normal market, and not when 
special circumstances increase or de- 
crease the price actually paid. Where 


it is obviously impossible to give an 
accurate statement of market value, 
the courts have required some rea- 
sonable approximation by having an 
expert state the price which the 
property would bring after fair and 
reasonable efforts have been made 
to find a purchaser, within a reason- 
able time“*). Real estate is valued 
by an appraisal of each parcel of real 
property owned by the estate. The 
important factors in determining 
such appraised values, as stated by 
the courts“, are the income re- 
ceived from the property, size of 
plot, neighborhood, nature of im- 
provements, and prices at which ad- 
jacent property of like kind sold at 
or near the time of decedent’s death. 
The fact that the property produces 
no income, or an amount insufficient 
to pay carrying charges, and that no 
prospective purchaser has made an 
offer for the property is no evidence 
of only a nominal value for the prop- 
erty. Ordinarily the assessed value 
for purposes of local taxation is re- 
quired to be stated but is not entitled 
to much weight. 

In the case of securities for which 
there is a ready and continuous mar- 
ket, generally the quoted price in 
the newspaper represents the value 
at which the total property can be 
sold. For years both the Federal 
and State courts had held that when 
stock is listed on an established ex- 
change and enjoys a broad market, 
no allowance is to be made because 
decedent owned a large block of 
stock@®, In one case“”, the New 
York courts as early as 1912 allowed 
a reduction in the market value of 
stock of the National Casket Com- 
pany, because there was no market 
which would promptly absorb the 


(1) Blodgett v. Silberman, 277 U. S. 1 (1928). 


(12) See Note 11. 


(13) Re McCaddin, 148 Misc. 321 (1933). 


(14) Re Paterus, 182 App. Div. 478. 


(15) McBride v. Com., 8 B.T.A. 435 (1927). 
Lippincott v. Com., 27 B.T.A. 735 (1933). 


(16) Re Gould, 19 App. Div. 352 (1897). 


(7) Re Chappell, 151 App. Div. 774 (1912). 
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holdings. The Court said, “The 
amount of the stock, the market for 
it, and whether a very large block 
could be sold, are elements in fixing 
its value”. Until the end of 1936 the 
Federal courts were disinclined to 
make any allowance for blockage, so 
called. In 1937 the Board of Tax 
Appeals handed a decision“* involv- 
ing the valuation of 36,000 shares of 
Atlantic Coast Line R.R. The Stock 
Exchange quotation as of the date of 
death was $44.00 per share, but the 
Board determined a value of $35.00 
for the stock, saying, “There was 
evidence that the New York Stock 
Exchange would probably not have 
permitted such a large block to be 
offered for sale on one day, and that 
if it had the price would have there- 
by been instantly depressed; that a 
sale not on the Exchange might have 
been possible ... but that the stock 
would only have been sold publicly 
by feeding it out in small lots over 
a period of time, that such a period 
might cover several months, since in 
fact it was three months after the 
date of death before the accumula- 
tion of sales of similar stock on the 
Stock Exchange reached 33,000.” 
Several court decisions“ have since 
held that smaller amounts sold on 
the market from day to day are not 
representative of the price large 
blocks will bring. The value of a 
large block may be greater®® than 
the published quotation, although 
usually it is less°@”. In spite of Ar- 
ticle 10, Regulations 80, holding to 
the contrary, it may be said that the 
size of the holdings of any security 
is a relevant factor in the determina- 
tion of the value of such securities 
and this is probably the rule today 
both under the New York law, as 
well as the Federal law. 


QS) Safe Deposit & Trust Co. v. 
Fourth Circuit. 


In determining the value of stock, 
particularly in close corporations, 
numerous factors may be considered. 
Basically these factors deal with the 
assets behind the stock, and what 
the stock will earn in the future. It 
is competent to show the value of 
business done by the company; 
whether a business at the valuation 
date is passing through a period of 
depression or prosperity, for courts 
will take judicial notice of great de- 
pressions or booms; the ratio of cash 
to current liabilities ; inventory turn- 
over; ratio of current assets to lia- 
bilities; ratio of working capital to 
sales; turnover of accounts receiv- 
able; and ratio of working capital 
to total investment. The value of 
stock cannot be arrived at by the use 
of any formula. 


In connection with the valuation 
of an interest in a business, the ele- 
ment of good will requires some dis- 
cussion. The term goodwill in 
estate tax administration is not used 
in a narrow and technical sense, but 
includes the intangible value of a 
business by reason of its proved earn- 
ing capacity. These intangibles pro- 
duce the profits over and above nor- 
mal earnings. Mathematically good- 
will in this sense is measured by the 
present value of annuity equal to 
the amount of super profits for the 
number of years such super profits 
may reasonably be expected to last. 
The determination of goodwill is to 
a considerable extent a problem of 
accountancy. In New York the for- 
mula employed for computing good- 
will is the one known as the year’s 
purchase method. One year’s pur- 
chase price would be the average net 
earnings, generally over a period of 
from three to five years immediately 
preceding decedent’s death, minus 


Com., 35 B.T.A. 259 (1937) affd. 4/5/38 U.S.C.C.A. 


(19) Dayton P.&L. Co. v. Com., 292 U. S. 290. 


(20) Ray Consolidated Copper Co. v. U. 


S., 268 -U., S..373: 


(21) See note 18—also Virginia v. West Virginia, 238 U. S. 202. 


Laird v. Com., 85 F(2d) 598. 
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6%?) interest on average invested 
capital for the same period, plus an 
average reasonable compensation of 
proprietors®*), 

The year’s purchase price is then 
multiplied by the number of years 
selected and the resulting figure is 
the value of the goodwill®”. There 
is no exact measure of the number 
of years purchase to be adopted. 
This is more or less arbitrary °*) and 
depends upon the nature and charac- 
ter of the particular business. The 
most.common number adopted is 
three. In a case involving the value 
of goodwill of Tiffany & Co., the 
Surrogate used ten years pur- 
chase®?®), The Treasury Department 
considers the year’s purchase 
method inadequate, and employs 
as an important factor in the deter- 
mination of goodwill, the capitaliza- 
tion of excess earnings, the rate of 
return in each case being from 10 
to 15% @”), 

An important question for ac- 
countants is the extent to which the 
value of stock in a close corporation 
or the value of an interest in a busi- 
ness may be reduced by a negative 
or minus goodwill. Specifically, sup- 
pose the net assets of a corporation 
or a business were properly ap- 
praised at a value of $1,000,000.00 
and that the business had been oper- 
ating for a number of years before 
the date of death at tremendous 
losses. Should the valuation of one 
million dollars be reduced because 
the business is not yielding a reason- 
able return on its net worth? While 
there is no administrative sanction 
for such a procedure, it is submitted 
that since earning power is a factor 
in determining the value of stock 


(22) Re Wirth, 119 Misc. 736 (1922). 
(23) Re Roos, 90 Misc. 521 (1915). 
(24) Re Bolton, 121 Misc. 51 (1923). 


in a close corporation and is used in 
determining any goodwill element, 
it is sound to give consideration to 
the same factor where the earning 
power is a minus quantity. After 
all if it can be reasonably foreseen 
that the resources of a business are 
to be used up to make good con- 
tinued losses, the cash value of the 
stock as of the date of death should 
reflect this factor through a reduc- 
tion in the net worth of the corpora- 
tion, based merely on an appraisal 
of net assets. It is virtually a setting 
up of some reserve against the col- 
lapse of the business. One case in- 
volving this point came before the 
Court of Appeals in 1934°%), The 
tax appraiser had determined a value 
of $214.13 a share for stock inamanu- 
facturing corporation, on the basis 
of its book value. The Appellate 
Division®® held that some effect 
should be given to the earning ca- 
pacity of the corporation as shown 
by actual results, and that in its 
opinion a proper result would be 
reached by giving equal weight to 
the valuation based on book value, 
and to that based on earning a return 
of 8%, and on this basis fixed the 
value of the stock at $161.56 a share. 
The Court of Appeals affirmed this 
decision. The method employed in 
this case was to average two factors, 
giving equal weight to both. 


The Foster case was held as au- 
thority in a later decision by Surro- 
gate Delehanty“ involving the 
value of a large block of stock held 
by a minority stockholder. Said the 
court, “The position of a minority 
stockholder in a corporation whose 
shares are closely held and are not 
dealt in on any exchange, is such as 


(25) Von An v. Magenheimer, 115 App. Div. 84 (1906). 


(26) Re Moore, 97 Misc. 238 (1916). 


(27) Johnson v. Com., 11 B.T.A. 534 (1928) Affd. 51 F(2d) 1075. 
(28) Matter of Foster, dec’d, 263 N.Y. 639 (1-9-1934). 


(29) 239 App. Div. 806 (1933). 


(30) In Re Good’s Estate, 266 N.Y.S. 63. 
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to make realization of book value 
most unlikely if not impossible.” 

It has, of course, not been possible 
within the allotted time to present 
anything like a complete discussion 
of the problem of a minus goodwill, 
nor to consider other problems of 
valuation, particularly with respect 
to notes receivable, inventories, 


leaseholds, etc. It is my opinion 
that there is a valid basis in the 
estate tax law as it stands today 
for the acceptance by the courts of 
the factor of negative or minus good- 
will in the determination of the value 
of stock in a close corporation and in 
the determination of the value of an 
interest in a business. 
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